T

03019577

e 7R O 7
; - N | H
N2 Al N AN N
N 7

N A Y el N e e e R S 73 ey

R i ! : e

NP SN et N NPT A <7

()

/ <

Roly
toly e
Ol

2002 Annual Report



N // =N
>~ ~ SN
s / I L
; P ‘\ B T N
[ \ W\
™ N S
N NTT T

Total assets
People worldwide

Plants

) Sales in miflions

Countries with plants

$2.5 billion in 2002 sales revenues”

Raw material suppliers

Elastomers and

Perf.o'rmance
Additives Countries where we sell
S 364 . .
. Vinyl Compounding
T § 627 Customers
Distribution '
$ 520
Products

13%.

:( Color and Additives

! !
% Specialty Resins o N.A.  $154
‘ and Formulators T T o Europe = p
| $ 265 i Engineered & Asia $ 147 = Tt
| Engineereq  Materials
Films o N.A. 5140
° Europe
$153 & Asia $ 192
* Excluding corporate, efiminations and other of $104 mitlion
Auto 15%
Construction
Durable 10%
Non-durable %%
Business Equipment & o9
Telecommunications °
industrial Applications MN%
Miscellaneous 16%
10 15 20

% of Total Sales

25%

25




Sales by Segment*l
Dollars in millions o ;
oS Ao 4 R4
OAPE §oa PATRKS
Pef{ormance

Year Ended December 3],

Dolfars in mitlions, except per share data 2002 2001

Sales $2,498.2 $2,581.1

Employee separation and plant phaseout 1.1 36.1

Elastomers and

Operating income (loss) 38.9 29.5
P & ( ( ) Perf_o_rmance Distribution
Additives
Loss before discontinued operations and cumuiative S 364 $ 5‘;8%
14%
effect of a change in accounting (6.6) (47.1)
* Excluding corporate, eliminatians
and other of $104 million
Net loss (58.9) (46.1)
Capital expenditures 75.1 78.1
2002
Depreciation and amortization 72.5 89.2 Sales
by Geographic Region
Total long-term debt (vear end) 583.2 431.4 Doliars inmitiors
i United
Stockholders' equity (year end) 579.7 713.4 States Europe
Diluted loss before discontinued operations and cumulative 76%
Canada
effect of a change in accounting per share $ (0.07) S (0.52) 1 sies
\\ 7%
Diluted earnings (loss) per share (0.65) (0.51) k
Weighted-average common shares used to | /
compute diluted earnings per share (in millions) 20.8 89.8 B r’
Number of employees (year end) 7,600 8,200 /l/Asia
Mexico $ 78
o 945 3%
2%

(1) See Management's Analysis beginning on page 6 for a description of the audited reported results.

(2) Reported results include special items, which are summarized in the table on page 12.




ince we formed PolyOne in September 2000, we have pursued an aggressive agenda to create a unified compa-

ny built on reliable, cost-efficient service to customers and capable of consistent growth and strong financial results.
The changes we have initiated are both necessary and beneficial but, in the midst of prolonged economic recession,
our sales and financial results have not met our expectations.

In 2002, we undertook a thorough reassessment of our cost structure, our organization and our portfolio
of businesses. We entered 2003 with urgency and focus to unleash the substantial earnings potential that
PolyOne possesses.

In these pages, | will review our actions and accomplishments of the past year. More important, { will explain how
we intend to build on this foundation in the year ahead to renew sales growth and drive significant earnings improvement.

We move forward confident of the enterprise we are creating. Our business model is sound and the cpportunity
exists for long-term profitability, regardless of the vagaries of the economy. We laid much of the groundwork for success
in 2002.

Our “to-do” list for 2002 called for launching new projects and extending or completing major initiatives begun the year before:

C The consolidation and modernization of our North American manufacturing assets in our Vinyl Compound,
Color and Additives, and Engineered Materials businesses was essentially finished. We expect to realize annual operating
savings of $50 million from our investment of approximately $45 million. Yet, this project was much more than a cost-
cutting move. It also addressed specific operational and service issues. Today, these businesses have a moedern, cost-
efficient manufacturing base.

- We extended our unified global information technology system, which is nearly complete; we will finalize new
information systems for Singapore, Thailand and Spain in 2003. This invaluable tool helps multiple areas of our business:
sourcing, logistics, production planning, customer data and finance. In practical terms, the system provides us with
faster, better information for smarter decision making.

< By year end, we had realized approximately $150 miflion in annualized income improvements compared with
the base year 2000, and we are on target to attain our original goal of a total $200 million in these value capture initiatives
by the end of 2003.

© Responding to continuing sales growth in our international operations, we embarked on & multi-phase expansion
of our boaming Asian business. Adding to four existing plants, we opened a customer support laboratory and sales office
in southern China. We aiso expanded polymer compounding and color concentrates capacity in the Shanghai area.

> In another move to strengthen our international business, we completed the acquisition of Transformacion
de Pigmentos y Colorantes, S.A. (Transcolor), a large color concentrates producer near Pamplona in northern
Spain. Transcolor bolsters our product platform and delivery of color and additive concentrates to customers in Spain
and Portugal.

< PolyOne Distribution added our Geon brand vinyl compounds to its product offering - a highly successful
conversion from a third-party distributor, which propelled the business to a 12 percent sales improvement in 2002
compared with 2001,

< As promised, we became more active in acquiring new technologies. We forged agreements with respected
partners such as DuPont Dow Elastomers; Nanocor, Inc; and Noveon, Inc. to manufacture and market innovative new
products with high growth potential. We also introduced a new wall-covering technology based on polyolefins.
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C We achieved an important goal in the integration of PolyOne with the establishment of a unified employee
benefits program that covers most PolyOne people in the United States. Now, almost everyone is governed by the same
policies on compensation, health care and other benefits — a big step toward building a cohesive team.

< Taking advantage of our scale and systems, we created opportunities unavailable to many of our competitors
in terms of a unified North American logistics network and integrated raw material supply. We opened our first raw
material distribution warehouse that will allow us o more cost effectively purchase gquantities of small-use materials
such as pigments.

These achievements are the bedrock on which we are building a better, stronger PolyOne that delivers value to customers,
wins in the marketplace and earns a good return for investors. Nevertheless, with continuing economic weakness and
a more compeltitive marketplace, we took a hard fook at ourselves in 2002 and conciuded that more change was needed.
We complemented our internal assessment with in-depth surveys in which we asked our customers to rate us on
attributes such as quality, price, delivery, service and value.

On the strength of our own evaluation and our customers’ feedback, we entered 2003 with attention to four key
initiatives for immediate and long-term marketplace effectiveness.

Custorer targets: We are focusing resources on customers who provide the best opportunities for growth
and profitability. Not every customer has identical needs. Our job is to match our service to the needs of our various
customer segments, ensuring that our cost to serve meets the customer’s willingness to pay.

in addition, each business unit has the objective 1o make it easier for customers to do business with us and to
improve our speed of response. We will use our custorner segmentation and survey results to address customers’ needs
first and foremost. We expect to grow faster than our markets by helping our customers do the same.

The low-cost provider: Polymer services business is won first on cost, reliability and speed - especially in these
tough economic times. We need to reduce our costs continually, and our customers expect us to help them do likewise.
The upgrade of our North American manufacturing assets gives us a boost in our drive to become more Cost competitive,
but we need to do more.

In January, we eliminated approximately 400 salaried positions in overhead areas and centralized some
administrative functions such as human resources and information technology. These actions, combined with non-
personnel reductions, will help us in our drive to bring our selling and administrative (S&A) costs to an objective of less
than 10 percent of sales and keep them there.

We are being proactive, rather than waiting for the economy to rebound. In 2003, we expect to reach our value
capture initiatives goal and continue to reduce costs. Our new facilities and systems will help us gain a competitive
advantage by establishing PolyOne as the most reliable cost-efficient producer.



Simplified work: Our customers tell us that they want the same thing each of us wants whenever we make a
purchase: fast, right, cost-efficient, hassle-free service. That means they want an-time shipments of defect-free products
at the lowest possible price. And, they want it to be easy to do business with us.

In response, we have realigned our North American Plastic Compounds and Colors operations, transitioning from
numerous market-based sales teams to three distinct, product-focused teams for Vinyl Compaounds, Color and
Additives, and Engineered Materiais. We will maintain market-based teams in a few select areas, such as wire and cable
and packaging, in which customers find the greatest value in our capability to cross sell the full range of PolyOne products.

With fewer layers of authority in a simplified organization, we will respond more quickly, enhancing our pasition as
customers continue to seek lower costs. This new alignment also helps us link marketing programs and technologies on
a global basis, an increasingly important opportunity.

New technology: Even as we reduce our costs, we are increasing our investment in research and development.
Our customers are interested in new performance features, especially new ideas that will help them lower their costs.

We are consclidating our laboratory personnel and equipment at our new PolyOne Solution Center in Avon Lake,
Ohio. Here, PolyOne scientists and technicians have expanded resources to accelerate product development across a
wide range of our key product lines.

In addition, we are excited by the steady stream of major polymer and additive suppliers that are selecting
PolyOne to help them comimercialize their technical innovations. They value our knowledge of a wide range of markets,
our technical depth and our global reach. These strengths are unigue. In the long run, our customers benefit as PolyOne
brings them the best new technologies to help them meet their goals.

We are now executing in all four of these areas. The overall goal behind this work is clear: Increase our sales and
lower our costs. We believe we are building on a solid foundation. Our suppliers and customers are eager to work with
us. To our suppliers, we offer entry into more markets than any of our competitors can deliver. Our customers trust our
products. By being the best at satisfying their needs, we will gain momentum and grow together.

Our management team is committed to improving PolyOne's financial performance, and we are united in our resolve
to improve both immediately and for the long term. This year, we are driving toward a sales growth objective of 3 percent
to 5 percent in a flat economy!. New income sources should include additional value capture initiatives, S&A savings
from our recent overhead reduction, and impraved results in our Resin and Intermediates businesses. These units
should be solid contributors, assuming that energy costs do not erode an apparent upswing in the cycle for these
basic materials.

Within the last two years, we invested nearly $150 million companywide in our infrastructure. A major part of
this investment was the upgrade of our U.S. manufacturing assets, which is now complete. Accordingly, our capital
expenditures will decline to approximately $50 million from $75 million last year Even at this reduced level, we have
allocated funds to help capture the growing opportunities in Asia and Europe.

(1) See Forward-looking Staternents, page 45.




Ancther action that will increase cash flow is the suspension of our quarterly dividend. Unpopular as this decision
may be, it was the right one because dividends should come from earnings, and we were not earning a sufficient
amount to justify the annual $23 million payout. We have stated repeatedly that we expect PolyOne to be a strong cash
generator, and that the Board of Directors will reconsider the dividend when earnings justify it.

We also have been open about seeking to change our business portfolio by divesting our non~core assets. Initially,
we would use the proceeds to reduce debt; we have commented that this reduction could be in the range of $200 miilion
to $300 million. Our debt structure does not require the sale of any business, and we have no fixed timetable. We will
take this step only if we receive fair value.

This action would, however, provide us with financal flexibility in a tenuous economy and it would better position us
to invest rapidly in strategically important projects when earnings rebound. We still see investment and consolidatiop
opportunities in our industry.

In the wake of several widely reported instances of corporate corruption in 2002, | would be remiss if | did not address
PolyOne’s ethical standards. | am proud to say that full, open disciosure always has been the norm for us.

With respect to corporate governance, you can take comfort in knowing that PolyOne’s Board of Directors
comprises non-employees only, with the exception of myself. Executive compensation is closely tied to performance.
We already were living the practices the New York Stock Exchange is now demanding of all listed companies.

Cur core values - excellence, integrity, innovation, teamwork, respect for all - apply to everyone at every level of
the organization, not just those in leadership positions. In this spirit, we have codified our ethical business practices in
documents and training for all PolyGne people. We encourage our
people 10 report questionable conduct and to seek clarification if
they are unsure of the right thing to do in a given situation.

We have embarked on a watershed vear in PolyOne's short history.
Many challenges remain, yet we believe deeply that our Company
has the makings for sustained growth and profitability. { salute our
talented people for their past contributions, and | am confident
that they are more than equal to the task ahead. We will perform
and reward the fidelity of our customers and of you, our shareholders.
| thank you for your support. We will not rest until we have created

the success you expect and deserve.

Thomas A. Waltermire
Chairman of the Board,

President and Chief Executive Officer

March 21, 2003
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PolyOne Corporation (PalyOne or Company) is a leading global polymer
services company, with worldwide annual sales of approximately $2.5 bil-
lion. PolyOne's 2002 sales and operating results were significantly
impacted by the continued weakness in the manufacturing sector of the
U.S. economy. The U.S. industrial manufacturing economic index
(excluding high technology) for 2002 averaged approximately 1% below
the 2001 average and 7% below the index peak in June 2000. Com-
mencing in the second half of 2000, the slowdown of the U.S. economy
has significantly reduced customer product demand and resulted in
lower sales and earnings in both PolyOne’s consolidated businesses and
the operations of our equity affiliates. While lower sales in 2002 resulted
primarily from economic conditions, some market share losses occurred
in the North American color and additive concentrate, vinyl compound,
and elastomer and performance additive markets. In 2002, however,
we saw some recovery in demand and margins of both the U.S.
polyvinyl chloride (PVC) resin industry and the chlor-alkali industry, in
which PolyOne has equity affiliates. Partially offsetting the negative
US. economic forces were PolyOne's continuing initiatives to restructure
our operations following the consolidation and formation of PolyOne
in 2000. At the end of 2002, we had realized approximately three-quarters
of the strategic value capture initiatives announced in 2001 — which
consist of specific programs to structurally reduce material, manufacturing,
logistics, and selling and administrative costs and to increase sales
growth — with the remainder expected to be realized in 2003.

PolyOne was formed on August 31, 2000 from the consolidation
of The Geon Company (Geon) and M.A. Hanna Company (Hanna). The
PolyOne consalidation was accounted for as a purchase business com-
bination, with Geon as the acquiring entity. Accordingly, PolyOne’s
‘reported results” under generally accepted accounting principles
(GAAP) for the year ended December 31, 2000 reflect the operating
results of Geon for eight months prior to the consclidation, and of
PolyOne for four manths (which inctude the operating results of Hanna
from the date of consolidation).

In the commentary that follows, “pro forma results” are alsc pro-
vided for the 2000 operating results because of the significant and
pervasive impact of the merger on comparative data. The 2000 pro
forma operating results assurne that the consolidation of Geon and
Hanna occurred prior to the period presented. Further, the 2000 pro
forma operating results assume that Hanna's sale of its Cadillac Plastic
business, recognized in the second and third quarters of 2000,
occurred prior to the period presented. The 2000 pro forma operating
results do not include any then-future profit improvements and cost
savings or associated costs, including restructuring costs expected or
subsequently resufting from the integration of Geon and Hanna. The
2000 pro forma operating results are provided for illustrative purposes
only, and do not necessarily indicate the operating results that would
have occurred.
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{In miltions, except per share data)

Year Ended December 31,

Pro Forma
Reported Results Results
02 2000 2000 2000
Sales $2,498.2 $2,581.1 $1,861.3 $3,069.2
Operating income (loss) 38.9 (29.5) 639 113.1
Net income (loss) (58.9) (46.1) 15.9 524
(Income) from discontinued operations - after tax (1.4) (1.0) 0.7) (1.6)
Cumulative effect of change in accounting — after-tax expense 53.7 — — —
Income (loss) before discontinued operations and cumulative effect of change in
accounting - after tax $ (68 S (47.1) $§ 152 $ 508
Earnings (loss) per share, diluted S (0.65) (0.51) S 0.26 S 057
Earnings {loss) per share before discontinued operations and cumulative effect of
change in accounting, diluted $ @07y S (052) S 025 S 055
Effect on earnings per share of excluding special items, increase (decrease)( 0.10 S 040 S 015 S (0.04)
Effect on earnings per share of excluding goodwill amortization expense, increase $ 0.00 S 017 S 0.09 S 016
Other data:
Net cash provided (used) by:
Operating activities of continuing operations $ (327) S 3034 S 882
Investing activities of continuing operations (78.6) (72.4) 16.3
Financing activities of continuing operations 136.4 (249.7) (117.4)
EBITDA®@ S 1.4 S 597 S 1205 $ 2121
Reconciliation (2):
Income (loss) before discontinued operations and cumulative effect of a
change in accounting $ (&6 S 471) S 152 S 508
Income tax expense (benefit) (5.2) (27.1) 9.4 7.2
Interest expense, net 4.5 38.4 347 51.5
Other expense, net 9.2 6.3 46 36
Depreciqtion and amortization 72.5 89.2 56.6 99.0
EBITDA s 1.4 S 597 S 1205 S 2121

1 Special items in all years related primarily to restructuring initiatives, the sale of equity investments, and merger and integration costs, and are summarized and explained in

the table titled “Summary of Special ltems” on page 12.

()EBITDA is defined as income before discontinued operations and cumulative effect of a change in accounting, income taxes, net interest expense, net other expense, and
depreciation and amortization expense. EBITDA excludes net other expense because the financing cost of the receivables sale facility is the largest component. EBITDA is a
non-GAAP measure and should not be considered an alternative to any other measure of performance in accordance with GAAP. PolyOne presents EBITDA because man-
agement believes that EBITDA could be useful for investors in assessing our operating performance and our performance relative to our financial obligations. Additionally,
EBITDA is a measure commonly used by financial analysts because of its usefulness in evaluating operating performance. EBITDA, as used by PolyOne, is not necessarily
comparable with similarly titled measures of other companies. The table above presents a reconciliation from income (loss) before discontinued operations and cumulative

effect of a change in accounting to EBITDA.
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In December 2002, PolyOne sold its 70% interest in So.FteR S.p.A.
(Softer), an Italian compounder of thermoplastic materials. With the
sale, all historical operating results of this business have been reported
separately as a discontinued operation. The business was previously
included within PolyOne’s Performance Plastics business segment.

For more information regarding this discontinued cperation, see Note D
to the Consolidated Financial Statements.

PolyOne's total sales for 2002 were $2.5 billion, a decrease of
$82.9 million, or 3%, from 2001. The Distribution business segment
was the only business segment to demonstrate 2002 sales improve-
ments compared with 2001, due primarily to increased sales of vinyl
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compounds produced by PolyOne’s Performance Plastics business seg-
ment. Prior to 2002, most of these sales were made through a third-
party distributor. The 2002 sales of vinyl compounds produced by our
Performance Plastics business segment through the Distribution busi-
ness segment also increased the 2002 inter-segment sales elimination.

Operating income was $38.9 million in 2002 compared with a loss
of $29.5 million in 2001. The operating loss in 2001 includes amortiza-
tion expense related to goodwill of $18.0 million. Effective January 1,
2002, PolyOne no longer amortizes goodwill. EBITDA was $111.4 million
in 2002 and $59.7 million in 2001. The change in EBITDA between
2002 and 2001 was due primarily to special items incurred during each
year. Special items in both years related primarily to restructuring initia-
tives and the sale of equity investments, and are summarized and
explained in the table titled “Summary of Special Items” on page 12.
Special items totaled expense of $14.0 million in 2002 and $61.1 million
in 2001. Accordingly, before the impact of special items, EBITDA in
2002 was $2.8 million higher than in 2001. This modest increase was
driven by the net effect of improved earnings of our Resin and
intermediates business segment and the benefit of strategic value capture
initiatives less lower sales and margin compression that occurred primarily
in our vinyl compounds and specialty resins product groups.

The net loss in 2002 was $58.9 million and included an after-tax
charge for the cumulative effect of a change in goodwill accounting of
$53.7 million. The 2002 loss before discontinued operations and cumu-
lative effect of a change in accounting was $6.6 million, or $40.5 mil-
lion better than the comparabie amount in 2001. The 2002 loss included
special charges of $9.3 million compared with 2001 expense of
$35.9 million.

Interest expense increased $1.7 million to $42.4 million for 2002.
Impacting 2002 interest axpense was the second-quarter issuance of
$200 miflion aggregate principal amount of senior debt at 8.875%, net
of the debt retired upon issuance, offset by the favorable impact of
interest rate swap agreements. Additionally, the average amount out-
standing under the revolving credit facility was reduced in 2002 com-
pared with 2001.

Other expense, net, includes the finance costs associated with
the receivables sale facility, foreign currency gains and losses, and other
miscellaneous expenses. For 2002, other expense, net, was $9.2 million
compared with $6.3 million for 2001. The 2002 increase of $2.9 million
in other expense, net, cornpared with 2001 was due to a litigation set-
tlement gain recognized in 2001. Additionally, for the year ended
December 31, 2002, costs associated with the receivables sale facility

3
|
|
|
|

decreased $3.3 million. The decrease in Teceivables sale facility costs
resulted from lower interest rates in 2002, along with a lower average
level of receivables sold during 2002 compared with 2001,

The effective income tax rate benefit in 2002 was 441% com-
pared with a benefit of 36.5% in 2001 The benefit was due principally
to the effect of permanent differences, such as non-deductible goodwill
amortization in 2001.

Effective January 1, 2002, we adopted Statement of Financial
Accounting Standards (SFAS) No. 142, “Goodwill and Other Intangible
Assets” In accordance with this statement, we ceased amortization of
all goodwill and indefinite-lived intangible assets. During the first quar-
ter of 2002, we also completed the transitional review for goodwill
impairment required under SFAS No. 142. The review indicated that
goodwill related to the 1989 acquisition of our Engineered Films opera-
tions was impaired as of January 1, 2002. Accordingly, we measured and
recognized a pre-tax charge of $54.7 million ($53.7 million after tax) as
a cumulative effect of a change in accounting principle. The year 2001
included pre-tax goodwill amortization of $18.0 million ($14.6 million
after tax).

Senior management uses operating income before special items and
EBITDA before special items to assess performance and allocate
resources to business segments. For a reconciliation from operating
income to operating income before special items to EBITDA before spe-
cial items and EBITDA to EBITDA before special items, see the following
table, Operating income before special items and EBITDA before special
items are non-GAAP measures, and should not be considered an alter-
native to any other measure of performance in accordance with GAAP.
Senior management presents operating income before special items
and EBITDA before special items when discussing the results of opera-
tions of the business segments because senior management believes
such measures are useful in assessing the underlying earnings power
and operating cash flows of each business segment. Special items
include gains and losses associated with the specific strategic initiatives
such as restructuring or consolidation of operations, gains and losses
attributable to divestment of joint ventures, and certain one-time items.
Accordingly, senior management believes that excluding special items
provides insight into the underlying results of operations of each of
PolyOne's business segments. Operating income before special items
and EBITDA before special items may not be comparable to financial
performance measures presented by other companies.



(in millions) Year Ended Decemper 3, Performance Plastics had 2002 sales of $1.7 billion, a decrease
Pro Forma of 3% from 2001. A breakdown of 2002 segment sales, by primary
Reported Results Results .
product group, is as follows:
2002 2001 2000
2002
Sales: 2002 Sales §  Shipment Lbs.
Performance Plastics 31,718.8 $1,764.6 52,1102 2002Sales s % Change % Change
% of Total vs, 2001 vs. 2001
Elastomers and North American Plastic
Performance Additives 363.9 4026 482.2 Compounds and Colors 56% 9% -4%
Distribution 519.7 462.6 506.7 International Plastic
Resin and Intermediates — — — Compounds and Colors 20 15
Other (104.2) (48.7) (29.9) Specialty Resins and Formulators 15 3
$2,498.2 $2,581.1 $3,069.2 Engineered Films 9 -4 -3
H 0, 29 210
EBITDA before special items: Total Performance Plastics 100% 3% 1%
Performance Plastics S 97.2 119.2 148.4
¢ 5 5 The 2002 sales of $1.7 billion were $45.8 million below 2001 and
Elastomers and rimarily reflect lower sales in North Ameri Plastic C ds and
Performance Additives 231 26.8 453 | Prmenyre rs8 ° wrican Fes Ofmm“” >
Distribution 28 55 146 Colors, partially offset by strong demand in Asia and the favorable euro
. . currency exchange impact, which increased U.S. doliar reported sales
Resin and Intermediates 1.4 (12.6) 279 o ) )
by $15.S miliion, or 5%. North American Plastic Compounds and Colors
Other (16.9) (15.1) (11.2) . o
has experienced softened demand in nearly all markets for vinyl, in
§ 1236 S 1208 S 2250 » ) . ) !
addition to lower average selling prices compared with 2001. Vinyl com-
Operating income (loss) pound volumes declined 6% while sales revenue declined 8% during
before special items: 2002, with the most notable product platiorm deterioration occurring
Performance Plastics $ 45§ 510 S 715 within the wire and cable applications. Contributing to the lower 2002
Elastomers and _ sales was some loss in market share in the North American color and
Performance Additives n.4 10.2 265 additive concentrate and vinyl compound markets. The market share
Distribution 10 (0.4) 1.3 loss in the vinyl compound market resulted both from defending selling
Resin and Intermediates 0.8 (12.6) 278 price and customers taking production in house.
Other (17.6) (16.6) (11.2) N e
EBITDA before special items was $97.2 million in 2002, a
$ 529 S 316 S 1260 . )
- decrease of $22.0 million from 2001, reflecting lower segment sales
Reconciliation and lower vinyl compound and specialty resin margins, partially offset by
Operating income (loss) $ 389 S (295) S 1131 the impact of strategic value capture initiatives in addition to economy-
Special items, expense 14.0 61.1 12.9 driven cost reduction programs totaling $10 million to $12 million. In
Operating income before 2002, seven plants within the Performance Plastics business segment
special items 52.9 316 126.0 were closed as part of PolyOne's restructuring initiatives.
Depreciation and ar-no-rtnz'auon 725 89.2 99.0 Eiastomers and Perfoermance Additives sales in 2002 were
Acceler.ate'd depreciation in $363.9 million, a decrease of $38.7 million, or 10%, from 2001. The
special items (1.8) — — ‘
decline in year-over-year sales was the result of lower sales volumes
EBITDA before ] ) ] ] o )
special items $ 1236 S 1208 S 2250 in the compounding and tire-tolling platforms. Within compounding,
= approximately one-half of the sales volume decrease was due to
EBITDA S mid S 597 5 2121 customers taking production back in house, whife another one-third of
Impact of special items, the sales volume decrease was due to low-margin business for which
expense 12.2 61.1 129 . )
EBITDA bef PolyOne chose not to compete. In addition, we lost approximately
| efore . . ) ) -
special items S 136 S 1208 § 2250 $3 million of sales in Canada as a result of closing our Canadian facility

For additional information regarding reported business segment
disclosures, see Note T to the Consolidated Financial Statements.

in the fourth quarter of 2001.
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EBITDA before special items was $23.1 million in 2002, a $3.7 mil-
lion decrease from 2001, resulting largely from the aforementioned
sales declines, partially offset by the full-year savings from the plant
facility shutdowns in the second half of 2001.

Distribution sales in 2002 were $519.7 million, an increase of
$571 million, or 12%, from 2001. The sales improvements resulted largely
from using our Distribution business segment for small-volume sales of
our vinyl compounds instead of relying on a third-party distributor.

EBITDA before special items for 2002 was $8.8 million compared
with $2.5 million for 2001. The improvement in 2002 EBITDA before
spedcial items compared with 2001 was due principally to increased
sales volumes in this volume-sensitive business and improved material
margins in the first half of 2002.

Resin and Intermediates operating income before special items for
2002 was $10.6 million, an increase of $23.2 million from 200, result-
ing from higher Oxy Vinyls, LP (OxyVinyls) earnings of $25.2 million.
Average industry PVC resin market selling prices were approximately
$0.015 per pound higher in 2002 compared with 2001, with the average
industry resin spread over raw material costs increasing a similar
amount as lower ethylene costs offset higher chiorine costs. Also,
OxyVinyls' earnings were reduced by lower average industry caustic
soda selling price of approximately $120 per ton, while lower average
natural gas costs of approximately $1 per million BTU added to earnings.

Other consists primarily of corporate governance costs that are
not allocated to business segments and inter-segment profit elimina-
tion. EBITDA before special items for the year was a loss of $16.9 million
compared with a loss of $15.]1 miltion for 2001. The year 2002 includes
the elimination of a $1.1 million pre-tax inter-segment profit in the
Distribution business segment’s inventories related primarily to PolyOne
vinyl compounds.

o

Reported Results PolyOne’s total sales for 2001 were $2.6 billion, an
increase of $719.8 million from 2000. This increase was due to only
four months of former Hanna operations being included in the 2000
reported sales. Year 2001 sales were below 2000 on a comparable
basis; see the pro forma commentary that follows.

Operating earnings for 2001 amounted to a loss of $29.5 million
compared with income of $63.9 million in 2000. Operating earnings in
2001 included special charges of $611 million, and in 2000 included
special charges of $16.7 million. The $44.4 million increase in special
items related primarily to significant 2001 restructuring initiatives. EBITDA
before considering special items decreased by $16.8 million compared
with 2000 on the same basis. This decrease in 2001 earnings was due

primarily to an earnings decrease of $40.5 million from the Resin and
Intermediates business segment, which was partially offset by a full
year’s inclusion of the former Hanna operations.

Interest expense increased over the prior year, due primarily to
only four months of the debt assumed in the Hanna acquisition being
included in the 2000 reported results, net of a decline in interest
expense associated with a reduction in the average amounts outstand-
ing under our revolving credit facility during 2001. Interest income
remained relatively flat with the prior year. Other expense increased due
to the increased use of our receivables sale facility, which accounted for
an increase in expense of $2.3 million.

The net loss in 2001 was $46.1 million. Before discontinued oper-
ations, the loss was $471 million compared with income of $15.2 mitlion
in 2000. The 2001 net loss included after-tax expense from special
iterns totaling $35.1 million, which was an expense increase of $26.8 mil-
lion from 2000. The effective income tax rate in 2001 was a benefit of
36.5% compared with expense of 38.2% in 2000. The lower effective
income tax rate reflected principally the effect of permanent differences
such as non-deductible goodwill on pre-tax losses.

Pro Forma Results Total sales for 2001 were $2.6 billion, a
decrease of $4881 million, or 16%, from pro forma results for 2000.
Decrease in customer sales demand in 2001 reflected the substantial
weakening of the North American economy across all business seg-
ments. PolyOne was particularly impacted by the industrial, automotive,
electronic and some construction markets. Automotive production was
down 10% (domestic producers were even weaker) in 2001 compared
with 2000. Industrial production fell 4.3% in 2001 compared with the
prior year. Average U.S. industrial capacity utilization in 2001 fell to
77%, five percentage points below 2000, and reached the lowest level
since 1983 in the fourth quarter of 2001. Management estimated that
operating income in 2001 was down approximately $135 million as a
direct result of the sales volume decline from 2000.

The operating loss in 2001 was $29.5 million. The operating loss
included 2001 special charges of $611 million, or $48.2 million more
than the 2000 pro forma expense. EBITDA before considering special
items decreased by $104.2 million compared with 2000 on the same
basis. This decrease in 2001 earnings was driven by lower sales volumes
(approximately $135 million} across all business segments and weaker
results in the equity earnings of the Resin and Intermediates business
segment, partially offset by cost-reduction initiatives associated with the
merger integration and announced restructuring programs (estimated
at approximately $69 million). The 2001 loss before discontinued
operations was $471 million, $97.9 million below the comparable pro
forma amount in 2000. The 2001 net loss included after-tax expense
from special items of $35.1 million, which was an expense increase of
$39.8 million from pro forma results of 2000.



Performance Plastics had 2001 sales of $1.8 billion, a decrease
of $345.6 million, or 16%, from pro forma 2000. A breakdown of 2001
segment sales, by primary product group, is as follows:

2007
2001 Safes §  Shipment Lbs.
2001 Sales § % Change % Change
oo w2000 2000
North American Plastic
Compounds and Colors 57% -20% -19%
International Plastic Compounds
and Colors 20 -7 -3
Specialty Resins and Formulators 14 -1 12
Engineered Films 9 A5 -6
Total Performance Plastics -16% ~ _—16%

Total Performance Plastics 2001 sales declines were driven by
general economic weakness. Sales were also affected in International
Plastic Compounds and Colors by unfavorable euro currency exchange
of approximately 3%. Engineered Films was severely impacted by the
decline in automotive production, as was Specialty Resins and Formula-
tors, but to a lesser extent. Slowdown in certain residential construction
markets impacted sales, such as Specialty Resins in flooring and North
American Plastic Compounds and Colors in windows and other residen-
tial applications. In addition, the electronics market affected PolyOne
globally with lower sales in wire and cable and business machines. In
North American Plastic Compounds and Colors and Europe, the wire
and cable business was also severely impacted by changes in the
telecommunications industry. As a result, sales in the North American
wire and cable market were down approximately 25% year over year.
Due to economy-related price pressure from competitors, PolyOne
decided to give up business and market share in some market seg-
ments rather than match price, but the impact of this decision was
relatively small.

EBITDA before special items in 2001 was $119.2 million, a
decrease of $29.2 million from pro forma 2000 results. The decrease
in earnings was driven primarily by the substantial decline in sales vol-
ume, partially offset by cost-saving initiatives. In 2001, three plants with-
in Performance Plastics were closed in connection with PolyOne’s
restructuring initiatives.

Elastomers and Performance Additives sales in 2001 were
$402 6 million, a decrease of $79.6 million, or 17%, from pro forma
2000. The decrease in 2001 sales was driven primarily by reduced
domestic demand from producers of automative parts, which impacted
both the elastomers and additives markets. Of the 17% year-over-year
change, 2% was due to reduced tolling of rubber compounds for tires
and the remaining 15% was due primarily 10 lower volumes related ta
the automotive and industrial markets. Moreover, the impact of lower

automotive production was exacerbated by PolyOne’s relatively strong
market share with Ford, General Motors and DaimlerChrysler, which col-
lectively lost market share in the North American market in 2001,

EBITDA before special items in 2001 was $26.8 miltion, a decline
of $18.5 million compared with pro forma 2000. Cost-saving initiatives,
including the “lean” manufacturing initiative, reduced costs, but were
not sufficient to offset the adverse earnings impact from the sales vol-
ume declines previously noted. During 2001, three manufacturing plants
were closed in this businass segment.

Distribution had sales in 2001 of $462.6 million, a decrease of
$441 mitlion, or 8.7%, from pro forma 2000. The decrease resulted
primarily from lower sales volumes (67%) in North America and from
passing of lower material costs to customers. The Mexican operations’
sales, which account for approximately 9% of this business segment’s
sales, increased in 2001 by 2% compared with 2000. EBITDA before
special items in 2001 was $2.5 million, a decrease of $121 million from
pro forma 2000. The decrease in earnings was driven by lower sales
volumes and margin erosion, including losses of $1.3 million attributed
to the sale of non-prime inventories.

Resin and Intermediates operating earnings before special items,
consisting of equity income from equity affiliates and allocated over-
head support cost and cost associated with past operations, were a 10ss
of $12.6 million in 2001, or a decrease of $40.5 million from 2000. The
2001 equity earnings, before a $4.3 million charge for employee sever-
ance and liabilities associated with the temporary idling of a plant,
decreased $34.1 million from 2000 levels for OxyVinyls and $9.4 mil-
lion from 2000 levels for SunBelt Chlor-Alkali Partnership (SunBelt).
The decreases in equity earnings were driven by lower average industry
PVC resin and chlor-alkali selling prices and higher energy costs for
OxyVinyls in 2001

The domestic PVC resin industry capacity utilization in 2001 was
86% compared with 91% in 2000. The domestic PVC resin industry
average selling price decreased by $0.07 per pound year over year;
however, due largely to lower ethylene and chlorine costs, the 2001 PVC
resin industry spread (selling prices less the cost of ethylene and chio-
rine} was generally flat compared with 2000. PolyOne’s equity earnings
were negatively impacted by lower PVC resin spreads due to OxyVinyls'
customer/product mix in 2001. OxyVinyls' 2001 combined pricing of the
co-products caustic soda and chlorine decreased approximately 5%
from 2000. In 2001 compared with 2000, energy costs adversely
impacted OxyVinyls' equity earnings by approximately $5 million.

Other consisted primarily of corporate governance costs not allo-
cated to the business segments. These unallocated costs before special
iterns were $16.6 million in 2001 compared with $11.2 million in 2000,
PolyOne's 2001 corporate costs incurred decreased more than 20%
from 2000 pro forma costs.
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{in millions, except per share data) Year Ended December 3, o
/ Pro Forma
f J/ Reported Results Resuits
i
l— 2002 2001 2000 2000
§ Employee separation and plant phaseout costs (1! $ (1.D) $(36.1) S (2.8) S (2.8)
Period piant phaseout costs incurred (2! (1.1) (0.2) — —
é Equity affiliate - employee severance, liabilities associated with the temporary idling
of a plant, and facility asset writeoff and decommissioning costs 3! (4.9) (9.4) — —
Merger and integration costs (4! — (5.9) (9.5) (8.5)
Loss on divestiture of equity investments (%) (5.1) (9.5) — -
Acquired profit in inventory — — (2.8) —
Directors’ pension termination — — (0.8) (0.8)
Writeoff of debt placemernit cost — - (0.8) (0.8)
Subtotal ~ EBITDA (expense) (12.2) (61.1) (16.7) (12.9)
Plant phaseout accelerated depreciation {2 o {1.8) — - =
Subtotal - operating (loss) (14.0) (61.1) (16.7) (12.9)
Investment writedown (0.8) (0.6) — —
Litigation settlement gain — 4.1 — —
Other restructuring costs - — — (0.6) ___ (08)
Total - pre tax (expense) (14.8) (57.6) (17.3) (13.5)
Income tax benefit 5.5 21.7 6.7 5.4
German tax rate reduction — — 1.5 1.5
Hanna reversal of income tax reserve — - - 10.5
Total - after-tax income (expense) $ (2.3) $(35.9) S (9.1) S 39
Diluted earnings per share impact, income (expense) $(0.10) $(0.40) $(0.15) $0.04
(W These costs include severance, employee outplacement, external outplacement consulting, lease termination, facility closing costs and the writedown of the carrying value of
plants and equipment related to restructuring initiatives associated with former Geon operations. In connection with the acquisition of Hanna and resuiting formation of
PalyOne, management developed several initiatives to capture the strategic value of the combined former Geon and former Hanna businesses. Inciuded in the initiatives were
the closing of excess manufacturing capacity of the Elastomers business and the establishment of Centers of Manufacturing Excellence within the North American Plastic
Compounds and Colars operations. This resulted in several announcements in 2001 that five former Geon plants and 12 former Hanna plants would be closed. The initiatives
also included the termination of corporate and other positions at former Geon and former Hanna locations. The plans and activities related to the former Geon plants and
personnel were finalized and approved during 2001. The costs related to the former Geon activities were classified as employee separation and plant phaseout. The 2002
expense was associated with the consalidation of certain activities related 1o the Formulator operations in the Performance Plastics business segment, which resulted in 43
employees being terminated in 2002.
21 These are plant and phaseaut costs associated with the Geon restructuring initiatives described in {1} above that are to be recognized as period costs versus when the
restructuring initiatives were approved.
31 The year 2002 costs include PolyOne's share of OxyVinyls” employee severance and liabilities associated with the temporary idling of a plant in December 2007, plus the
2002 asset writeoff and decommissioning costs related to the permanent closing of specific production assets included in the idled plant. The costs in 2001, in addition to

OxyVinyls’ costs and liabilities associated with the temporary idling of a plant, included other OxyVinyls employee severance costs and Australian Vinyls Corporation’s (AVC)
employee severance and restructuring costs.

(4 These costs were a direct result of the acquisition of Hanna and the formation of PolyOne, and relate primarily to the executive separation costs for former Geon executives
resulting from employment change-in-control provisions triggered by the formation of PolyOne, and severance costs paid to former Geon employees terminated as a result
of the formation of PolyOne.

15)This item is the loss on our sale of our 37.4% investment in the PVC resin operations of AVC of $1.5 million in 2002 and $3.5 million in 2001. AVC was a joint venture with
Orica Limited that had PVC resin and PVC compounding operations, The compounding operations of AVC were transferred to a newly formed joint venture that has the same
ownership percentages as AVC. We and Orica then sold our interests in AVC, as announced on January 11, 2002, and we recognized a loss on the sale of the investment.
Additionally, in December 2002, PolyOne recognized a pre-tax impairment loss on its investment in Techmer PM, LLC, an unconsoiidated equity investment (owned 51 %) of
33.6 million, in connection with the pending sale of our investment in Techmer PM, LLC.



S CONSOLIDATED STATEMENTS OF OPERATIONS

(In miltions, except per share data) Year Ended December 31,

2002 2001 2000
Sales $2,498.2 $2,581.1 $1,861.3
Operating costs and expenses:

Cost of sales 2,098.2 2,162.4 1,577.1

Selling and administrative 302.6 297.7 189.1

Depreciation and amortization 72.5 89.2 56.6
Employee separation and plant phaseout 1 36.1 2.8
Merger and integration costs — 5.9 9.5
Loss on divestiture of equity investment 51 95 —
(Income) loss from equity affiliates and minority interest (20.2) 9.8 (37.7)

2,459.3 2,610.6 1,797.4
Operating income (loss) 38.9 (29.5) 63.9
Interest expense (42.4) (40.7) (36.3)
Interest income 0.9 2.3 1.6
Other expense, net (9.2) (6.3) (4.6)
Income (loss) before income taxes, discontinued operations

and cumulative effect of a change in accounting {11.8) (74.2) 246
Income tax (expense) benefit 5.2 271 (9.4)
Income (loss) before discontinued operations and

cumulative effect of a change in accounting (6.6) (47.1) 15.2
Discontinued operations:

Income from operations and loss on sale, net of income taxes .4 1.0 0.7
Cumulative effect of a change in accounting, net of income taxes (53.7) — —
Net income (loss) $ (58.9) S (46.1) $ 159
Earnings (loss) per common share:

Basic earnings (loss):

Before discontinued operations and cumulative effect of
a change in accounting § (0.07) S (0.52) S 0.25
Discontinued operations 0.01 0.01 0.01
Cumulative effect of a change in accounting (0.59) — —
Basic earnings (loss) per share S (0.65) S (051) S 0.26
Diluted earnings (loss):
Before discontinued operations and cumulative effect of
a change in accounting $ (0.07) S (052 S 0.25
Discontinued operations .01 0.01 0.01
Cumulative effect of a change in accounting (0.59) — —
Diluted earnings (loss) per share $ (0.65) S (0.51) S 026
Weighted-average shares used to compute earnings per share:
Basic 20.8 89.8 61.4
Diluted 20.8 89.8 62.0

See Notes to Consolidated Financial Statements.
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¢ CONSOLIDATED BALANCE SHEETS

{in miflions, except per share data} December 31,
2002 2001
Assets
Current assets
Cash and cash equivalents S 4.6 S 182
Accounts receivable (less allowance of $12.3 in 2002 and $9.5 in 2001) 343 135.6
Inventories 233.7 255.3
Deferred income tax assets £2.] 40.2
Other current assets 2.7 279
Total current assets 514.2 477.2
Property, net 682 683.6
Investment in equity affiliates 271.8 287.9
Goodwill, net £44.0 476.3
Other intangibles assets, net 32.8 61.0
Other non-current assets 52.6 65.5
Total assets $1,887.3 $2,051.5
Liabiiities and Shareholders’ Equily
Current liabilities
Short-term bank debt $ Q7 S 147
Accounts payable, including amounts payable to related party (see Note P) 242.0 3114
Accrued expenses 60.2 161.0
Current portion of long-term debt 1.0 4.6
Total current liabilities £83.9 491.7
Long-term debt 492.2 426.8
Deferred income tax liabilities 32.0 63.2
Post-retirement benefits other than pensions 122.5 126.2
Other non-current liabilities including pensions 2602 2145
Minority interest in consolidated subsidiaries 2.0 15.7
Total liabilities 1,477.8 1,338.1
Sharehoiders’ equity
Preferred stock, 40.0 shares authorized, no shares issued — —
Common stock, $0.01 par, authorized 400.0 shares, issued 122.2 in 2002 and 2001 T2 1.2
Additional paid-in capital 7,082.5 1,072.7
Retained earnings B.7 100.3
Common stock held in treasury, 30.5 shares in 2002 and 31.2 shares in 2001 (341.7) (350.1)
Share ownership trust {1.8) (5.3)
Accumulated other non-owner equity changes (165.8) (105.4)
Total shareholders’ equity 579.7 713.4
Total liabilities and shareholders’ equity $L,897.5 $2,051.5

See Notes to Consalidated Financial Statements.




MANAGEMENT’'S ANALYSIS COXEE

At December 31, 2002, PolyOne had totat shareholders’ equity of
$579.7 million, which was a decrease of $133.7 million from December
31, 2001. The decrease in equity in 2002 was due primarily to a change
in accounting method in the amount of $53.7 million, an adjustment to
the minimum pension liability in the amount of $60.5 miflion and divi-
dends paid in the amount of $22.7 million

-
i

Total assets were $1.998 billion at December 31, 2002, a decrease of
$54.0 million from December 31, 2001. The decrease was driven
by the writeoff of goodwill of $54.7 million recognized for the adoption
of SFAS No. 142. The adoption of SFAS No. 142 also resulted in the
reclassification of the workforce intangible asset of $25.2 million at
December 31, 2001 to goodwill, net of deferred taxes, in 2002. The
2002 sale of Softer and the acquisition of Transformacion de Pigmentos y
Colorantes, S.A. (Transcolor} also resulted in a net decrease of $56.7 million
in assets as of December 31, 2002 compared with December 31, 2001.
However, as of December 31, 2002, we had sold $576 million less of
accounts receivable compared with December 31, 2001.
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At December 31, 2002, short-term bank debt was $0.7 million com-
pared with $14.7 million at December 31, 2001. The balance sheet
long-term debt, including current portion and capital leases, totaled
$583.2 million at December 31, 2002 compared with $431.4 miilion at
December 31, 2001. As of December 31, 2002, $91.0 million of the
long-term debt is due in 2003.

In 2002, PolyOne amended its revolving credit facility twice. The
amendments reduced the commitments under the revolving credit
facility to $125 million and secured any obligations under the revolving
credit facility. Our obiigations under the revolving credit facility are guar-
anteed by some of our domestic subsidiaries. There were no borrowings
outstanding under the facility at December 31, 2002

In April 2002, PolyOne completed a private placement of $200 mil-
lion aggregate principal amount of 8.875% senior notes due in 2012 to
certain institutional investors. Subsequently, PolyOne registered with the
Securities and Exchange Commission an offer to exchange the senior
notes for registered senior notes, which became effective in July 2002.
A portion of the proceeds was used to repay a loan held by a German
subsidiary of PolyOne. The senior notes rank equally with all of
PolyOne's other senior unsecured indebtedness.

Other significant changes in liabilities as of December 31, 2002
compared with December 31, 2001 include a decrease of $69.4 mil~
lion in accounts payable. The decrease in accounts payable resuited
from a reduction in the days of payables outstanding as of December
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31, 2002. In addition, other non-current liabilities increased $46.7 mil-
lion, due primarily to an adjustment increasing the accrued minimum
pension liability.

In September 2000, PolyOne’s Board of Directors authorized
the purchase of up to 9.6 million, or approximately 10%, of PolyOne's
outstanding common shares. Through December 31, 2000, PolyOne
repurchased 2.6 million shares at an average cost of $715 per share.
No common shares were repurchased in 2001 or 2002. Also, PolyOne
paid $22.9 million in cash dividends to its shareholders in 2001 and
$22.7 million in cash dividends to its shareholders in 2002.

The preparation of financial statements in conformity with accounting
principles generally accepted in the United States requires PolyOne’s
management to make estimates, judgments and assumptions in certain
circumstances that affect amounts reported in the accompanying
Consclidated Financial Statements. On an ongoing basis, PolyOne eval-
uates the accounting palicies and estimates it uses to prepare financial
statements. PolyOne bases its estimates on historical experience and
assumptions believed to be reasonable under certain facts and circum-
stances. In preparing these financial statements, management has
made its best estimates and judgments of certain amounts included in the
financial statements related to the accounting policies and estimates
described in the text that follows. The application of these critical
accounting policies involves the exercise of judgment and use of
assumptions as to future uncertainties and, as a result, actual results
could differ from these estimates. For additional information regarding our
accounting policies, see Note C to the Consolidated Financial Statements.

Environmental Accrued Liability PolyOne has accrued $52.3 mil-
lion to cover future environmental remediation expenditures, and believes
that none of these matters, either individually or in the aggregate, will
have a material adverse effect on its capital expenditures, earnings,
cash flow or liquidity. The accrual represents PolyOne's best estimate of
the remaining probable remediation costs based upon information and
technology currently available. PolyOne's estimate of the liability may be
revised as new regulations, or technologies or additional information is
obtained. For additional information regarding the environmental
accrued liability, see Note P to the Consolidated Financial Statements.

Restructuring Accruals PolyOne has recorded accruals in con-
nection with restructuring its businesses, as well as the integration of
acquired businesses. These accruals principally include estimates related
to employee separation costs, the closure and/or consolidation of facili-
ties, contractual obligations and the valuation of certain assets including
property, plant and equipment, and inventories. Actual amounts could
differ from the original estimates.
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MANAGEMERNT'S ANALYSIS

Restructuring-related accruals are reviewed on a quarterly basis
and changes to the initial plans are appropriately recognized when
identified. Changes to plans associated with restructuring existing busi-
nesses are generally recognized as employee separation and plant
phaseout costs in the period the change occurs. Under EITF 95-3,
“Recognition of Liabilities in Connection with a Purchase Business
Combination,” changes to plans associated with the integration of
acquired businesses are recognized as an adjustment to the acquired
business’ original purchase price (goodwill) if recorded within one year
of the acquisition. After cne vear, a reduction of goodwill is recorded if
the actual costs incurred are less than the original reserve. More than one
year subsequent to an acquisition, if the actual costs incurred exceed
the original reserve, the excess is recognized as an employee separation
and plant phaseout cost. No such changes occurred during 2002.

In 2001, PolyOne arnounced several manufacturing improvements
and restructuring plans to close 17 US. and Canadian facilities. As of
December 31, 2002, all but four of these facilities were closed. Three of
the remaining facilities are projected to cease operations by mid-2003.
In January 2003, we decided to continue operating the fourth facility,
Accordingly, in the first quarter of 2003, the reserve of approximately
$1 million associated with this facility (which relates to an acquired busi-
ness) will be reversed and recognized as a reduction to goodwill of the
acquired business.

As of December 3!, 2002, an accrued liability of $201 million
related to the 2001 restructuring initiatives, adjusted for the January
2003 revision, remained for future employee severance and cash plant
closing costs, which are projected to be paid in 2003. In addition, at the
end of 2002, the net property carrying value to be reglized for the
plants closed or to be closed was $17 million (some assets will be trans-
ferred to other locations as production ceases).

In 2002, Formulator operations in the Performance Plastics busi-
ness segment consolidated certain activities, which resulted in the ter-
mination of 43 employees. As of December 31, 2002, all costs relating
to this consolidation, totaling $11 million, had been incurred and no
accrual remained.

On January 14, 2003, PolyOne announced a restructuring plan
whereby it would eliminate approximately 400 salaried positions, pri-
marily in administrative functions. PolyOne projects this reduction will
lower selling and administrative costs by $30 million to $35 million
annually, starting in the second quarter of 2003. PolyOne expects
nearly all staff reductions to occur in the first guarter of 2003. We
project the total pre-tax first-quarter 2003 earnings charge from this
restructuring effort will be: approximately $22 million.

Equity investment In December 2001, OxyVinyls, of which
PaolyOne owns 24% interest, announced the temporary idling of its Deer
Park, Texas, chlor-alkali plant due to low industry capacity utilization
and low product market selling prices. As of December 31, 2001,
OxyVinyls had accrued $13.8 million for future employee severance and
liabilities associated with the temporary idling of the Deer Park plant. In
2002, OxyVinyls recognized an additional $2.2 million of expense asso-
ciated with the temporary plant idling, plus an additional expense of
$17.0 million in the third quarter related to the permanent closing of
specific production assets included in the idled plant. The permanent
closing costs included $14.5 million for the impairment of the fixed
assets as well as $2.5 million for decommissioning costs. As of
December 31, 2002, OxyVinyls had a remaining accrual of $4.7 million
for future employee severance liabilities and decommissioning costs.
The plant had a net property carrying value by OxyVinyls at the end of
2002 of approximately $122 5 million, which is anticipated to be real-
ized through future operations upon the restart of the plant. Although
chlorine demand in all major market segments increased steadily in
2002, particularly viny! chioride monomer (VCM), domestic demand for
co-product caustic soda was flat year over year and exports from the
U.S. declined. OxyVinyls will maintain the Deer Park chlor-alkali plant in
a standby made pending further strengthening in overall economic con-
ditions and improved demand for caustic soda.

Goodwill As of December 31, 2002, PolyOne had $444.0 mitlion
of goodwill resulting from the acguisition of businesses. New accounting
standards adopted in 2002 required an initial review of goodwill for
impairment and the cessation of all goodwill amortization. In making the
goodwill impairment assessment, management relies on a number of
factors, including operating results, business plans, projections, antici-
pated future cash flows, transactions and marketplace data. Changes in
forecasted operations and changes in discount rates can materially
affect these estimates. There are inherent uncertainties related to these
factors and management’s judgments in applying them to the analysis
of goodwill impairment. Because management’s judgment is involved in
performing goodwill valuation analysis, there is risk that the carrying
value of our goodwill may be overstated or understated. As announced
in April 2002, the adoption of the new rules resulted in an impairment
of our recorded goodwill of $54.7 million ($53.7 million after tax).

In addition to the transitional impairment assessment, an annual
assessment is required for all reporting units. We have elected to make
July 1 the annual assessment date. We determined that there was no
additional goodwill impairment impact as of the annual assessment on
July 1, 2002 or through December 31, 2002. However, the occurrence
of a potential indicator of impairment, such as a significant adverse
change in tegal factors or business climate, an adverse action or assess-
ment by a reguiator, unanticipated competition, loss of key personnel or



a more-likely-than-not expectation that a reporting unit or a significant
portion of a reporting unit will be sold or disposed of, would result in our

having to perform another first-step valuation analysis, as required under
SFAS No. 142, for some or all of our reporting units prior to the required
2003 annual assessment. These types of events and the resulting
analysis could result in additional charges for goodwill and other asset
impairments in the future. Any future goodwill impairment could result
in violation of financial ratios required by our debt agreements.

Beferred Tax Benefit for Operating Loss Carryforwards As of
December 31, 2002, PolyOne had a net deferred tax asset of $3.1 mil-
lion, which relates to foreign operations. The net U.S. deferred taxes at
the end of 2002 were zero after the recording of a valuation allowance
against the 2002 increase in the deferred tax asset resulting from an
increase in the minimum pension liability. Deferred tax assets include
$10S.2 million for operating loss carryforwards for tax purposes. For
additional information regarding PolyOne's deferred tax benefit, see
Note R to the Consolidated Financial Statements.

Deferred tax assets are reviewed for realization and a valuation
allowance is recognized if, based on the weight of available evidence, it
is more likely than not that some portion or all of the deferred tax asset
will not be realized.

Pensions and Post-retirement Benefits The measurement of
liabilities related to pension plans and other post-retirement benefit
plans is based on management’s assumptions related to future events,
including interest rates, return on pension plan assets, compensation
increases and heaith care cost trend rates. The discount rates used to
determine the present value of future benefits are based on vyields of
investment grade AA quality or better fixed-income securities. The
weighted-average discount rate used to value pension plan and post-
retirement obligations was 6.75% at December 31, 2002 compared with
7.25% at December 31, 2001. Annual expense amounts are determined
based on the discount rate at the end of the prior year. The expected
rate of return on pension assets is designed 1o be a long-term assump-
tion that will not be subject to year-to-year variability. The rate for
computing 2002 and 2001 expense was 9.0%. PolyOne has reduced
the assumed long-term rate on pension assets for 2003 to 875%.
During 2002, the fair market value of pension plan assets decreased.
Actual pension plan asset performance will either reduce or increase
unamortized losses, which will ultimately affect net income. The rate of
compensation increase for 2002 and 2001 was 4% to 7%, averaging
approximately 4.25%, and reflects the average projected future increases
over the next five years.

The rate of increase in medical costs over the next five years was
increased to reffect both actual experience and projected expectations.
The health care cost trend rate assumption has a significant effect on
the amounts reported. Employees hired after December 31, 1999 are
not eligible to participate in the post-retirement plan.

The overall effect of these assumption changes will be to increase
pension and post-retirement expenses in fiscal 2003 to an estimated
$36 million from $25.0 million in 2002,

Contingencies PolyOne is subject to various investigations, claims,
and legal and administrative proceedings covering a wide range of mat-
ters that arise in the ordinary course of business activities. Any fiability
that may result from these proceedings, and any liability that is judged
to be probable and estimable, has been accrued. Any potential liability
not accrued is not currently expected to have a material adverse effect
on PolyOne's future financial position, net income or cash flows.

Stock Options Granted to Emplayees In December 2002, SFAS
No. 148, “Accounting for Stock-Based Compensation - Transition and
Disclosure;” was issued by the Financial Accounting Standards Board.
SFAS No. 148 amends SFAS No. 123, "Accounting for Stock-Based
Compensation,” to provide alternative methods of transition when a
company voluntarily changes to the fair value-based method of recog-
nizing expense in the income statement for stock-based employee
compensation, including stock options granted to the employees. As
allowed by SFAS No. 123, PolyOne adopted the disclosure-only provi-
sions of the standard and does not recognize expense for stock options
granted to employees.



CONSQLIDATED

STATEMENTS OF CASH FLOWS

{in mitlions) Year Ended December 3,
2002 2001 2000
Operating activities
Net income (loss) $ (58.9) S (46.1) S 159
Cumulative effect of a change in accounting {33.7) — —
Income from discontinued operations 1.4 1.0 0.7
Income (loss) from continuing operations {6.G) (47.1) 15.2
Adjustments to reconcile net income (loss) to net cash provided
by operating activities of continuing operations:
Employee separation and plant phaseout charges 1.1 36.1 2.8
Cash payments on employee separation and plant phaseout (17.9) (23.8) (5.0)
Depreciation and amortization 72.5 89.2 56.6
Realized currency gains (losses) (13.2) (0.8) 7.9
Investment writedown and loss on sale of equity affiliate 3.5 8.5 —
Companies carried at equity and minority interest:
{(Income) loss {20.2) 9.8 (37.7)
Dividends and distributions received 37.4 4.2 26.2
Provision (benefit) for deferred income taxes {12.7) (29.2) 8.3
Changes in assets and liabilities:
Operating working capital:
Trade accounts receivable (28.6) 188.8 87.2
Inventories 2.8 76.7 22.8
Accounts payable {54.5) 1.4 (41.7)
Accrued expenses and other 23.0 (11.4) (54.4)
Met cash provided (used) by operating activities
of continuing operations {32.7) 3034 88.2
Investing activities
Capital expenditures (75.13 (78.1) (60.7)
(Investment in) return of capital by equity affiliates, net {€.3) 1.3 7.1
Business acquisitions, net of cash acquired {11.4) — (2.4)
Proceeds from sale of assets 9.7 4.4 442
Cash received in connection with consolidation of
M.A. Hanna Company, net of transaction costs paid — — 28.1
Net cash provided (used) by investing activities
of continuing operations (78.6) (72.4) 16.3
Financing activities
Change in short-term debt (3.8} (230.2) (4.9)
Net issuance (repayment) of long-term debt 9.5 (0.9) (79.5)
Termination of interest rate swap agreements 8.3 43 —
Proceeds from the exercise of stock options 7.0 — —
Net proceeds from issuance of common stock - — 0.6
Repurchase of common stock — — (18.7)
Dividends (22.7) (22.9) (14.9)
Net cash provided (used) by financing activities
of continuing operations 136.£ (249.7) (117.4)
Net cash provided (used) by discontinued operations 7.4 (0.1) —
Effect of exchange rate changes on cash (3.3) (0.9) (0.4)
Increase (decrease) in cash and cash equivalents 23.2 (19.7) (13.3)
Cash and cash equivalents at beginning of year 8.2 379 51.2
Cash and cash equivalents at end of year $ 4.4 S 182 S 379

See Notes to Consolidated Financial Statements.
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The 2002 and 2001 statements of cash flows are those of PolyOne.
The 2000 statement of cash flows comprises eight months’ operation
of Geon and four months’ operation of PolyOne.

Operating activities of continuing operations utilized $32.7 million
of cash in 2002, a $336.1 million change from 2001 operating activities.
The 2002 utilization of cash was driven by a $46.5 mitlion increase in
commercial working capital (trade accounts receivable before receiv-
ables sold, FIFO inventories and accounts payable). Excluding business

acquisitions and divestments, the increase in commercial working capital
was $59.9 million, consisting of a decrease in accounts payable of
$64.5 million and a reduction of trade accounts receivable and inventory
of $4.6 million. The 2002 versus 2001 decrease in cash from operating
activities of $336.1 million related largely to changes in operating work-
ing capital, which included a $1751 million swing in the level of accounts
receivable sold. Additionally, the inventory reduction in 2001 was essen-
tially maintained in 2002 and the days of accounts payable outstanding
at December 31, 2002 were reduced from December 31, 2001. Other
2002 uses of cash included $17.0 million in cash payments related to
employee separation and plant phaseout obligations and a decrease of
$57.6 million in the utilization of the receivables sale facility. Partially
offsetting the 2002 uses of cash were $70.4 million of earnings before
discontinued operations and change in accounting and depreciation and
amortization, net of income from equity affiliates and minority interests,
dividends and distributions received, and deferred taxes. In 2001, net
cash from continuing operating activities totaled $303.4 million, and
resulted primarily from a commercial working capital (trade receivables
before the receivables sale facility, FIFQ inventories and accounts
payable) decrease of $156.0 million due to 2001 management initia-
tives, lower fourth-quarter sales and an increase of $117.5 million in the
receivables sale facility.

Investing activities for continuing operations in 2002 used $78.6 mil-
lion, consisting primarily of capital expenditures of $751 million and the
acquisition of Transcolor, offset by cash proceeds from the sale of Softer
and other assets. Nearly half of the capital spending is associated with
the North American Plastic Compounds and Colors manufacturing
restructuring and the new business information system. Investing activi-
ties in 2001 consisted primarily of capital expenditures of $78.1 million.

Financing activities of continuing operations in 2002 consisted
largely of an increase in long-term debt from the April 2002 issuance
of $200 million aggregate principal amount of 8.875% senior notes due
in 2012, partially offset by the funds used to repay a loan held by one of
our German subsidiaries. Additionally, dividends of $22.7 million were

paid and net proceeds of $7.0 million were received from the exercise
of stock options. In 2001, financing activities included the reduction of |
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short-term debt of $230.2 million and the payment to shareholders of
dividends totaling $22.9 million.

The following table summarizes PolyOne’s obligations related to long-
term debt, leases and guarantees as of December 31, 2002:

Payments Due by Period

Less Than After

(in mittions) Total 1 Year 1-3 Years 4-5 Years 5 Years
Long-term debt $583.0 $90.9 S48.7 $39.7 $303.7
Capital lease

obligations 0.2 0.1 0.7 — —
Operating leases 50.1 16.6 23.0 5.4 5.1
Standby letters

of credit 26.2 24.4 1.8 — —
Guarantees 2.4 57.1 18.3 12.2 34.8
Total long-terim debt,

lease and guaran-

tee obligations $801.9 9$189.1 $191.2 S$57.3 $363.6

As of December 31, 2002, PolyOne had existing facilities to access
capital resources (receivables sale facility, revolving credit facility,
uncommitted short-term credit lines, and senior unsecured notes and
debentures) totaling approximately $959 million. As of December 3],
2002, PolyOne had utilized approximately $744 million of these facili-
ties (long-term debt of $583.0 million, short-term debt of $0.7 million,
capital leases of $0.2 million and receivables sold of $159.9 millicn),
including $573 million of senior unsecured notes and debentures, of
which $87.8 million is payable in September 2003 and, therefore, is
classified as a current liability. The effective available funds under these
facilities can vary, depending on the level of qualified receivables out-
standing, ratings on senior unsecured notes and debentures, and debt-
related financial ratios.

In December 2002, PolyOne’s public debt rating was placed under
review for possible downgrade by Moody's Investors Service (Moody's).
On March 3, 2003, Moody’s downgraded the senior unsecured debt of
PolyOne to Ba3 from Baa3. This downgrade places PolyOne’s debt rat-
ing by Moody’s into a non-investment-grade category. In January 2003,
Standard & Poor’s (S&P) affirmed its BB+ rating, the highest non-
investment-grade category within S&P. Both Moody's and S&P ratings
carry a negative outlook. The current public debt ratings do not affect
the revolver, uncommitted short-term lines of credit, or outstanding
fixed-debt pricing or covenants. After June 30, 2003, the receivables
sale facility could be terminated should PolyOne's senior unsecured
debt receive a rating below BB- by S&P or a rating below Ba3 by Moeody's.
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As of March 28, 2002, PolyOne's revolving credit facility was
amended and restated tc require that we secure any obligations under
the revolving credit facility effective upon the issuance of our $200 mil-
lion 8.875% senior notzs. The revolving credit facility was further
amended on December 26, 2002. This amendment effectively waived
compliance requirements with the financial ratio covenants of the facility
for the fourth quarter of 2002, reduced credit available to PolyOne
under the facility from $150 million to $125 million and established new
compliance financial ratios. For a summary of the existing borrowed
debt-to-EBITDA ‘compliance ratios for 2003, see the table that follows.
Additionally, our obligations under the revolving credit facility are guar-
anteed by some of our domestic subsidiaries.

Of the capital resource facilities available to PolyGne as of
December 31, 2002, only the portion of the receivables sale facility that
was actually sold provided security in connection with the transfer of
ownership of these receivables. Each indenture governing our senior
unsecured notes and debentures and our guarantee of the SunBelt
note allows for a specific level of secured debt, above which security
must be provided on each such indenture. The receivables sale facility
does not constitute debt under the indentures governing PolyOne’s
senior unsecured notes and debentures. Security was granted under
the terms of the amended and restated revolving credit agreement;
hawever, as of December 31, 2002, PolyOne had no borrowings under
the revolving credit agreement and had not triggered any security being
provided to the outstanding public unsecured debt. On February 28,
2003, PolyOne made borrowings on the revolving credit agreement at
levels that triggered the security on the public indentures. Security on
the revolving credit agreement and public debt will terminate when the
borrowed debt-to-EBITDA ratio is less than 3.50 to 1.0 for any two
consecutive fiscal quarters. As of December 31, 2002, PolyOne had
guaranteed unconsolidated equity affiliate debt of $91.4 miilion for
SunBelt and $42.3 million for OxyVinyls. The OxyVinyls guarantee is
expected 1o expire in the second quarter of 2003

The following table summarizes the defined financial ratios for
2003 under the revolving credit facility.

Borrowed Tangible
Interest Debt-to- Assets-to-
Coverage EBITDA Indebredness
Ratio Ratio Ratio
(Minimum) (Maximum) (Minimum)
Agreement compliance®
First quarter of 2003 1.90 6.00 1.00
Second quarter of 2003 1.80 6.00 1.00
Third quarter of 2003 4.00 4.00 1.00
Fourth quarter of 2003 4.00 3.50 1.00

" Limitations ~ Capital expenditures are restricted to $15.0 million in a quarter and
$25.0 million for the six months ending June 30, 2003.

The realization of profitable operations wilt be important to (1)
maintaining the existing levels of available capital resources, (2) any
refinancing of a portion of the existing capital resources, (3) the pay-
ment of public debt maturing in September 2003 and (4) the execution
of PolyOne's announced restructuring initiatives. The EBITDA before
special items (which approximates the cash flow of current ongoing
operations) totaled approximately $124 mitlion in 2002. The value cap-
ture initiatives and the 2003 reduction in selling and administrative
costs, net of 2003 estimated specific program cost increases, are pro-
jected to increase 2003 cash flow of operations between $57 mitlion
and $77 million. The cash flow of operations must cover expenditures
for financing costs {interest expense and discount on sale of accounts
receivable, which are projected to be approximately $50 million in 2003),
spending associated with restructuring, capital expenditures and cash to
fund sales growth through increased working capital requirements. Cash
spending for the previously announced restructuring programs (North
American Plastic Compounds and Colors manufacturing improvements,
business unit initiatives and the recent cost-reduction program) are pro-
jected to be between $43 million and $50 million for 2003. Capital
expenditures for 2003 are projected to be approximately $50 million.
in December 2002, PolyOne announced that it will discontinue the
payment of dividends, commencing in the first quarter of 2003. As of
December 31, 2002, and utilizing the required financial ratios for the
first quarter of 2003, approximately $125 million of the existing capital
resource facilities would have been available to be drawn while remain-
ing in compliance with the facilities.



PolyOne currently estimates minimum funding requirements for its

qualified defined benefit pension plans of approximately $1 million in
2003 and $5 million in 2004. Market asset performance in 2003 will
impact the final minimum funding requirements in 2005. As of Decem-
ber 31, 2002, PolyOne decreased by 25 basis points its assumption
regarding the long-term rate of return on pension assets to 8.75%. An
8.75% return on assets in 2003, combined with the minimum contribu-
tions required in 2003 and 2004, would produce a projected minimum
funding requirement by September 15, 2005 of approximately $45 mil-
lion (each 1% return on asset variance in 2003 from 8.75% impacts the
2005 minimum funding by approximately $1 million). However, PolyOne
intends to continue funding in excess of the minimum required for the
qualified defined benefit pension plans during calendar 2003 and
2004, which would reduce any otherwise required funding by Septem-
ber 15, 2005.

Based on PolyOne’s current projected operations, management
believes that it should be able to continue to manage and control work-
ing capital, discretionary spending and capital expenditures to maintain
compliance with the revolving credit facility's required financial ratios
through June 30, 2003. Management believes that, prior to the end of
the third quarter of 2003, it will either sell sufficient non-strategic busi-
ness assets to maintain compliance under the revolving credit facility
through the end of 2003 or it will arrange new financing that will
amend or replace the existing revolving credit agreement. If it becomes
necessary to secure additional capital resources, there can be no assur-
ance that the additional capital resources would be available or, if avail-
able, that their terms would be acceptable to PolyOne. The anticipated
actions should assure adequate levels of liquidity in 2003 to support
normal operations, pay the public debt maturing in September 2003
and execute the announced restructuring initiatives that are projected
to enhance PolyOne’s future profitability.

Certain factors that may affect these forward-looking comments
are discussed in “Forward-looking Statements” on page 45.
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PolyOne is exposed to foreign currency exchange risk in the ordinary
course of business because its products are provided in numerous
countries around the world, and collection of revenues and payment of
certain expenses may give rise to currency exposure. Management has
reviewed PolyOne’s exposure to this risk and has concluded that
PolyOne’s exposure in this area is adequately hedged with foreign cur-
rency exchange contracts, and that exposure to this risk is not material
to fair values, cash flows or earnings. For additional information regard-
ing foreign currency exchange risk, refer to Note V to the Consolidated
Financial Statements.



CONSQOLIDATED STATEMENTS OF

SHAREHOLDERS’

EQUITY

Common Common Accumulated
Shares Additional Stock Share Other Non-
{in millions, except per share data; Common Held in Common Paid-in Retained Held in Ownership Owner Equity
shares in thousands) Shares Treasury Total Stock Capital Earnings Treasury Trust Changes
Balance December 31, 1999 27,974 4,245  S$334.7 $28 S 2973 51683 $(104.5) S — $(292)
Non-owner equity changes:
Net income 15.9 15.9
Transiation adjustment (4.7) (4.7)
Adjustment of minimum
pension liability (19.2) (19.2)
Total non-owner equity changes (8.0)
Two-for-one stock split 27,979 3,654 2.8 (2.8)
Reduction in par value from $0.10
per share to $0.01 per share (5.1 5.1
Shares issued in business
combination merger 66,234 18,406 536.7 0.7 781.3 (2156)  (29.7)
Formation of share ownership trust (500) 13.4 {13.4)
Stock-based compensation and
benefits and exercise of options 5 (90) (2.2) (7.5) 35 1.8
Purchase of shares for treasury 2,600 (18.7) (18.7)
Adjustment to market value (15.8) 15.8
Cash dividends ($0.25 per share) (14.9) (14.9)
Balance December 31, 2000 122,192 28,315 827.6 1.2 1,057.6 169.3 (321.9) (25.5) (53.1)
Non-owner equity changes:
Net (loss) (46.1) (46.1)
Translation adjustment (10.0) (10.0)
Adjustment of minimum
pension liability (38.9) (38.9)
Net unrealized loss on securities (0.5) (0.5)
Total non-owner equity changes (95.5)
Stock-based compensation and
benefits and exercise of options 2,860 4.2 (0.8) (28.2) 36.1 (2.9)
Adjustment to market value 15.9 (15.9)
Cash dividends (S0.25 per share) (22.9) (22.9)
Balance December 31, 2001 122,192 31,175 713.4 1.2 1,072.7 100.3 (350.1) (5.3) (105.4)
Non-owner equity changes:
Net (loss) (58.9) {(58.9)
Translation adjustment (2.8) (2.8)
Adjustment of minimum
pension liability (60.5) (60.5)
Reclassification of net
unrealized loss on securities 05 0.5
Total non-owner equity changes (121.7)
Stock-based compensation and
benefits and exercise of options (658) 10.7 (4.5) S.0 4.8 1.4
Adjustment to market value — 1.3 (1.3)
Cash dividends (S0.25 per share) (22.7) (22.7)
Ralance December 30, 2002 122,192 30,517  $379.7 $1.2 $5,069.5 S 8.7 $(341.1) 3$(1.8) $({I6G.3)

See Notes to Consolidated Financial Statements.




NOUE A DESCRIPTION OF BUSINESS

PolyOne Corparation (PolyOne or Company) is a leading global polymer
services company, with operations in thermoplastic compounds, specialty
polymer formulations, engineered films, color and additive systems,
elastomer compounds and additives, and thermoplastic resin distribu-
tion. PolyOne was formed on August 31, 2000 as a result of the con-
solidation of The Geon Company {Geon) and M.A. Hanna Company
(Hanna) (see Note F). The reported financial operating results and
assets and liabilities prior to August 31, 2000 are those of only the
former Geon business.

PolyCne's operations are located primarily in the United States,
Europe, Canada, Mexico and Asia/Pacific in four business segments. The
business segments consist of Performance Plastics, Elastomers and
Performance Additives, Distribution, and Resin and Intermediates. See
Note T for further information on PolyOne's business segments.

R CHANGE IN ACCOUNTING METHOD

PolyOne adapted Statement of Financial Accounting Standards (SFAS)
No. 142, “Goodwill and Other Intangible Assets,” effective January 1,
2002. Under SFAS No. 142, goodwill and indefinite-lived intangible
assets are no longer amortized, but must be reviewed at least annually
for impairment. PolyOne does not have any indefinite-lived intangible
assets. Separable intangible assets that have finite useful lives will con-
tinue to be amortized over their usefu! lives. As part of adopting this
standard, PolyOne completed a transitional review for goodwill impair-
ment during the first quarter of 2002 for each of its reporting units.
PolyOne determined that the carrying value of the Engineered Films
reporting unit exceeded its estimated fair value as determined by utiliz-
ing various valuation techniques, including discounted cash flows. Given
the indication of a potential impairment, we completed the assessment
of the implied fair value of goodwill for the Engineered Films reporting
unit. This assessment resulted in the writeoff of all of Engineered Films'
goodwill, an impairment loss of $54.7 million ($53.7 million after tax).
The Engineered Films reporting unit is included in the Performance
Plastics segment. This transitional impairment loss was recognized as
the cumulative effect of an accounting change. The fair value of all
other reporting units at January 1, 2002, as determined by the valuation
techniques noted above, exceeds their respective carrying value. The
transitional impairment loss will not impact the future cash flows of our
businesses. Prior to the adoption of SFAS No. 142, amortization
expense was recorded for goodwill and other intangible assets. The fol-
lowing table sets forth a reconciliation of net income and earnings per
share information for the years ended December 31, 2002, 2001 and
2000, adjusted for the non-amortization provisions of SFAS No. 142:

(in mitlions) 2002 VZQOY o 2000
Reported net income (loss) $(58.9) $(46.1) $ 15.9
Discontinued operations (1.4) (1.0) (0.7)
Cumulative effect of change in
accounting, net of tax 53.7 — —
Goodwilt amortization, net of tax —_ 12.3 4.8
Workforce amortization_, net 9f,ta?‘, ~ — 2.3 09
Adjusted income (loss) before
discontinued operations and
cumulative effect of a change
in accounting $ (6.6) S(32.5) $209
Basic and diluted income (loss)
per share:
As reported $(0.65)  $(0.51) $0.26
Discontinued operations (0.01) (0.01) (0.01)
Cumulative effect of change in
accounting, net of tax 0.52 — —
Goodwill amortization,
net of tax — 0.14 0.08
Workforce amortization,
net of tax — 0.03 0.01

Adjusted income (loss) before
discontinued operations and
cumulative effect of a change

in accounting $(0.07) S(0.35) S5 034

Leve € SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Consolidation and Basis of Presentation The Consolidated Financial
Statements include the accounts of PolyOne and its subsidiaries. All
majority-owned affiliates over which PolyOne has control are consoli-
dated. Investments in affiliates and joint ventures in which our ownership
is 50% or less, or in which PolyOne does not have control but has the
ability to exercise significant influence over operating and financial
palicies, are accounted for under the equity method. Inter-company
transactions are eliminated.

PolyOne's accounts receivable sale agreement as disclosed in
Note K includes a wholly owned subsidiary, PolyOne Funding
Carporation, that is a gualifying special-purpose entity (QSPE). The
QSPE is bankruptcy remote and is not consolidated with PolyOne, but is
accounted for on an equity basis. The financial operations and position
of PolyOne’s unconsolidated affiliates, excluding PolyOne Funding
Corporation, are disclosed in Note H. Transactions with related parties
(including joint ventures) are in the ordinary course of business.

As described in Note D, PolyOne's 70% ownership interest in
So.FteR S.p.A. (Softer), an operating entity in ltaly whose operations were
included in the Performance Plastics business segment, was sold to the
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minority interest holder. Consequently, the operating results and cash
flows of Softer are reported separately as discontinued operations.
Reference to PolyOne signifies our continuing operations, with the
exception of the discussions regarding discontinued operations in Note D.

Cash and Cash Equivalents PolyOne considers all highly liquid
investments purchased with a maturity of less than three months to be
cash equivalents. Cash equivalents are stated at cost, which approxi-
mates fair value.

Concentrations of Credit Risk Financia! instruments that poten-
tially subject PolyOne to credit risk are trade accounts receivable,
foreign exchange contracts and interest rate swap agreements. Concen-
tration of credit risk with respect to trade accounts receivable is limited
due to the large number of customers constituting our customer base
and their distribution among many industries and geographic locations.
PolyOne is exposed to credit risk with respect to forward foreign
exchange contracts in the event of non-performance by the counter-
parties to these financial instruments. Management believes the risk of
incurring material losses related to this credit risk is remote.

Inventories Inventories are stated at the lower of cost or market.
Approximately 42% of our inventories at December 31, 2002 are valued
by the last-in, first-out (LIFQ) cost method. Inventories not valued by
the LIFO method are valted principally by the first-in, first-out (FIFO) or
average cost method.

Property and Depreciation Property, plant and equipment are
recorded at cost, net of depreciation and amortization computed princi-
pally using the straight-line methad over the estimated useful life of the
assets, which ranges frarn three to 15 years for machinery and equip-
ment and up to 40 years for buildings. Computer software is amortized
over periods not exceeding 10 years. Property, plant and equipment are
generally depreciated on accelerated methods for income tax purposes.
Repair and maintenance «osts are expensed as incurred.

Depreciation expense was $67.6 million in 2002, $65.4 million in
2001 and $45.1 million in 2000.

Impairment of Long-lived Assets Long-lived assets are reviewed
for impairment when circumstances indicate the carrying value of an
asset may not be recoverable. For assets that are to be held and used,
an impairment is recognized when the estimated undiscounted cash
flows associated with the asset or group of assets are less than their
carrying value. If impairment exists, an adjustment is made to write the
asset down to its fair value, and a loss is recorded as the difference
between the carrying va ue and the fair value. Fair values are deter-
mined based on quoted market values, discounted cash flows, or inter-
nal and external appraisals, as applicable. Assets to be disposed of are
carried at the lower of carrying value or estimated net realizable value.

kS

Goodwill and Other Intangible Assets Goodwill is the excess of
the purchase price paid over the fair value of the net assets of the busi-
ness acquired. As discussed in Note B and Note E, PolyOne adopted
SFAS No. 142 effective January 1, 2002. Goodwill is no longer amortized
but is subject to impairment testing. Prior to 2002, goodwill was
amortized using the straight-line method over a life of 35 years. Other
intangiBIe assets, which consist primarily of non-contractual customer
relationships, sales contracts, patents and technology, continue to be
amortized over their estimated useful lives. The remaining lives range
from three to 20 years.

Total amortization expense of goodwill and other intangibles was
$4.9 million in 2002, $23.8 million in 2001 and $11.4 million in 2000.
No goodwill amortization was recorded in 2002,

Derivative Fimancial Instruments Effective January 1, 2007,
PolyOne adopted SFAS No. 133, “Accounting for Derivative Instruments
and Hedging Activities” SFAS No. 133 requires that all derivative financial
instruments, such as foreign exchange contracts and interest rate swap
agreements, be recognized in the financial statements and measured at
fair value, regardless of the purpose or intent in holding them. Changes
in the fair value of derivative financial instruments are recognized peri-
odically in either income or shareholders’ equity (as a component of
accumulated other non-owner equity), depending on whether the
derivative is being used to hedge changes in fair value or cash flows.
The adoption of SFAS No. 133 did not have a material effect on our
earnings, financial position or cash flows in fiscal 2001.

In the normal course of business, PolyOne is exposed to changes in
foreign currencies and fluctuations of interest rates. PolyOne has estab-
lished policies and procedures that govern the management of these
exposures through the use of financial instruments. By policy, PolyOne
does not enter into such instruments for trading purposes or speculation.

PolyOne enters into foreign currency exchange forward contracts
with certain major financial institutions to reduce the effect of fluctuat-
ing exchange rates, primarily on foreign currency receivables, payables
and inter-company lending transactions. Such contracts are not treated
as hedges and, accordingly, are marked to market, with the resulting
gains and losses recognized as other income or expense in the
Consolidated Statements of Operations. Realized gains and lasses on
these contracts offset the foreign exchange gains and losses on the
underlying transactions. PolyOne’s forward contracts have original
maturities ranging from one to three months.

From time to time, PolyOne also enters into interest rate swap
agreements. The interest rate swap agreements effectively modify our
exposure to interest risk by converting our fixed-rate debt to a floating
rate. The interest rate swap and instrument being hedged are marked to
market in the balance sheet. The net effect of this accounting on
PolyOne’s cperating results is that interest expense on the portion of



fixed-rate debt being hedged is recorded based on the variable rate

stated within the swap agreement. No other cash payments are made
unless the contract is terminated prior to maturity. In this case, the
amount paid or received in settlement is established by agreement at
the time of termination and usually represents the net present value, at
current rates of interest, of the remaining obligations 10 exchange pay-
ments under the terms of the contract. Any gains or losses upon the
early termination of the interest rate swap contracts are deferred within
the hedged item and recognized over the remaining life of the contract.
During 2002 and 2001, PolyOne terminated interest rate swap con-
tracts and received cash of $8.3 million in 2002 and $4.3 million in
2001 The deferred gain has been classified as long-term debt and is
being amortized over the remaining life of the related debt instrument.
See Note V for a further description of our financial instruments.

Revenue Recognition PolyOne recognizes revenues at the point
of passage of title, which is based on shipping terms for product sales
or when service is performed.

Shipping and Handling Costs Shipping and handling costs are
reflected in cost of sales.

Equity Affiliates PolyOne recognizes its proportionate share of the
income of equity affiliates. Losses of equity affiliates are recognized to
the extent of our investment, advances, financial guarantees and other
commitments to provide financial support to the investee. Any losses in
excess of this amount are deferred, and reduce the amount of future
earnings of the equity investee recognized by PolyOne. At December 3],
2002 and 200, there were no deferred losses related to equity investees.

PolyOne accounts for investments in equity affiliates under
Accounting Principles Board (APB) Opinion No. 18, “The Equity Method
of Accounting for Investments in Common Stock,” and recognizes
impairment losses in the value of investments that experience declines
judged to be other than temporary. See Note H for further information
on our equity affiliates.

Environmental Costs PolyOne expenses, on a current basis,
recurring costs associated with managing hazardous substances and
pollution in ongoing operations. Costs associated with the remediation
of environmental contamination are accrued when it becomes probable
that a liability has been incurred and our proportionate share of the
amount can be reasonably estimated.

Research and Deveiopment Expense Research and development
costs, which were $19.4 million in 2002, $18.8 million in 2001 and $214
million in 2000, are charged to expense as incurred.

Income Taxes Deferred tax liabilities and assets are determined
based on the differences between the financial reporting and tax basis
of assets and liabilities, and are measured using the enacted tax rate
and laws that are currently in effect.
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Foreign Currency Translation Revenues and expenses are trans-
lated at average currency exchange rates effective during the period.
Assets and liabilities of foreign subsidiaries and equity investees are
translated using the exchange rate at the end of the period. PolyOne's
share of the resulting translation adjustment is recorded as accumu-
lated other non-owner equity changes. The cumulative unrecognized
translation adjustment loss was $45.3 million at December 31, 2002,
$42.5 million at December 31, 2001 and $32.5 million at December 31,
2000. Gains and losses resulting from foreign currency transactions,
including inter-company transactions that are not considered perma-
nently invested, are included in net income.

Marketable Securities Marketable securities are classified as
available for sale and recorded at current market value. Net unrealized
gains and losses on marketable securities available for sale are credited
or charged as accumulated other non-owner equity changes. At Decem-
ber 31, 2002, PolyOne recognized an other-than-temporary impair-
ment loss of $0.8 million on its marketable securities, effectively writing
the investment down to the December 31, 2002 market value. There
were no cumulative unrealized gains or losses at December 31, 2002.

Stock-Based Compensation As provided under SFAS No. 123,
“Accounting for Stock-Based Compensation” PolyOne has elected to
account for stock-based compensation under the provisions of APB
Opinion No. 25, “Accounting for Stock Issued to Employees’”
Compensation cost for stock options is measured as the excess, If any,
of the quoted market price of the PolyOne stock at the date of the
grant over the amount an employee must pay 1o acquire the stock.

The following pro forma information regarding net (loss) income
and net (loss) income per share is required by SFAS No. 123, and has
been determined as if PolyOne had accounted for its share options
under the fair value method of that statement. The weighted-average
fair value per share of stock options granted was $6.52 for 2002, $3.28
for 2001 and $3.90 for 2000. The fair value for these options was esti-
mated at the grant date using a Black-Scholes option-pricing model
with the following weighted-average assumptions:

2002 2001 2000
Risk-free interest rate 5.2% 4.8% 5.2%
Expected dividend yield 0.0% 2.5% 2.0%
Expected lives 7 years 7 years 7 years
Expected volatility 43.3% 41.2% 36.7%

The Black-Scholes option-pricing mode! was developed for use
in estimating the fair value of traded options that have no vesting
restrictions and are fully transferable. In addition, option valuation mod-
els require the input of highly subjective assumptions, including the
expected share price volatility. Because PolyOne’s share options have
characteristics significantly different from traded options, and because
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changes in the subjective input assumptions can materially affect the
fair value estimate, in management’s opinion, the existing models do
not necessarily provide a reliable single measure of the fair value of our
share options.

The following table illustrates the effect on net {loss) income and
{loss) income per share if PolyOne had applied the fair value recogni-
tion provisions of SFAS No. 123 to stock-based employee compensation,
using the fair value estimate computed by the Black-Scholes option-

pricing model.
For the years ended December 3],

(In millions, except per share data) 2002 2001 2000
Net (loss) income, as reperted $(58.9) $(46.1) $15.9
Deduct: Total stock-based employee

compensation expense determined

under fair value-based method
_ for all awards 4.6 4.1 4.0
Pro forma net (loss) income 5(83.5) $(50.2) $11.9
Net (loss) income per share:

Basic and diluted - as reported $(0.65) $(0.51) $0.26

Basic and diluted - pro forma $(0.70) $(0.56) $0.19

New Accounting Pronouncements The Financial Accounting
Standards Board has issued SFAS No. 143, “Accounting for Asset
Retirement Obligations” SFAS No. 143 requires companies to record the
fair value of a liability for an asset retirement obligation in the period in
which it is incurred. The amount recorded as a liability will be capitalized
by increasing the carrying amount of the related long-lived asset, which
is then depreciated over its useful life. SFAS No. 143 is effective for fiscal
years beginning after June 15, 2002. PolyOne does not believe the
adoption of SFAS No. 143 will have a material impact on its results of
operations, financial posit on or liquidity.

The Financial Accounting Standards Board has issued SFAS No.
146, *Accounting for Costs Associated with Exit or Disposal Activities”
SFAS No. 146 requires a cost associated with an exit or disposal activity,
such as the sale or termination of a line of business, the closing of
business activities in a particular location or a change in management
structure, to be recorded as a liability at fair value when it becomes
probable the cost will be incurred and no future economic benefit will
be gained by the Company for such cost. Applicable costs include
employee termination benefits, contract termination costs and costs to
consolidate facilities or relocate employees. SFAS No. 146 supersedes
EITF Issue No. 94-3, "Liability Recognition for Certain Employee
Termination Benefits and Other Costs to Exit an Activity’ which in some
cases required certain costs 10 be recognized before a liability was actu-
ally incurred. The provisions of SFAS No. 146 are effective for exit or
disposal activities initiatec. after December 31, 2002.

The Financial Accounting Standards Board has issued Interpretation
No. 45 (FIN 45), “Guarantor's Accounting and Disclosure Requirements
for Guarantees, Inctuding Indirect Guarantees of Indebtedness of
Others” FIN 45 requires disclosures by guarantors about the nature of,
and maximum potential payments under, contracts that contingently
require the guarantor to make payments to the guaranteed party under
certain circumstances (such as financial guarantees and product war-
ranties). FIN 45 also requires the recognition by guarantors of a liability,
at fair value, for the obligation to stand ready to perform under the
terms of the contract. The recognition provisions of FIN 45 do not apply
to product warranties. The disclosure provisions of FIN 45 are effective
for periods ending after December 15, 2002. The recognition provisions
are effective on a prospective basis to guarantees issued or modified
after December 31, 2002. PolyOne does not expect the adoption of FIN
45 1o have a material impact on its results of operations, financial posi-
tion or liquidity. See Note P for further information.

The Financial Accounting Standards Board has issued SFAS No.
148, “Accounting for Stock-Based Compensation - Transition and
Disclosure” SFAS No. 148 amends SFAS No. 123, "Accounting for Stock-
Based Compensation, to provide alternative methods of transition when
a company voluntarily changes to the fair value-based method of rec-
ognizing expense in the income statement for stock-based employee
compensation, including stock options granted to employees. As
allowed by SFAS No. 123, PolyOne has adopted the disclosure-only pro-
visions of the standard and does not recognize expense for stock
options granted to employees.

Use of Estimates The preparation of Consolidated Financial
Statements in conformity with generally accepted accounting principles
(GAAP) requires management to make extensive use of certain esti-
mates and assumptions that affect the reparted amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of
the Consolidated Financial Statements, as well as the reported amounts
of revenues and expenses during the reparted periods. Significant esti-
mates in these Consolidated Financial Statements include restructuring
and other non-recurring (credits) charges, purchase accounting
reserves, allowances for doubtful accounts receivable, estimates of
future cash flows associated with assets, asset impairments, useful lives
for depreciation and amortization, loss contingencies, net realizable
value of inventories, environmental liabilities, income taxes and tax
valuation reserves, and the determination of discount and other rate
assumptions for pension and post-retirement employee benefit expenses.
Actual results could differ from these estimates.

Reclassification Certain amounts for 2001 and 2000 have been
reclassified to conform with the 2002 presentation.




O BUSINESS ACQUISITIONS As of December 31, 2001, the Softer amounts included in the

AND DIVESTMENTS Consolidated Balance Sheet were as follows:

In December 2002, PolyOne acquired all shares of Transformacion de {in mitlions)

Pigmentos y Colorantes, S.A. (Transcolor) and divested its 70% owner- | Netcurrent assets:

ship interest in Softer, | Accounts receivables, net $25.4

On December 19, 2002, PolyOne acquired Transcolor, a color Inventories 101

concentrates manufacturer with annuat sales of approximately $36 mil- Other current assets 3.2
fion. Transcolor is located in northern Spain. Due to the timing of the short-term notes payable 8.1)
acquisition, Transcolor’s contribution to operating results was minimal. Trade payables (16.6)
The 2002 year-end purchase balance sheet was consolidated and con- Other current liabilities (17
tained a preliminary allocation to goodwill of approximately $12.5 milfion. ) 5 2{

On December 4, 2002, PolyOne announced the sale of its 70% Net non-current assets:

ownership interest in Softer, a leading ltalian compounder of thermo- Property, net $17.2
plastic materials, while licensing certain technologies. With the sale, all Goodwill, net 9.2
historical operating results of this business have been reported sepa- Other intangible assets, net 0.2
rately as discontinued operations. The business was previously included Long-term debt (6.8)
within PolyOne's Performance Plastics segment. Other non-current liabilities 6.1

A summary of the Softer historical operating results constiuting the gis- | 5137

continued operations in the Consalidated Statements of Operations follows.

11 Months Ended Year  Four Months Ended
November 30, Ended December3,

{in rodlions? 2002 2001 2000
T T !

Net sales $70.8  $735  $264 :
Income from operations before |

income tax expense 2.9 25 1.5
Income tax expense 1.4 15 0.8
Income from discontinued

operations 1.5 1.0 0.7 '
Loss on disposal ©1) — —
Income from operations and loss \
_on sale, net of income taxes s 1.4 $ 1.0 S 07 L ‘
UL GOCDWILL AND INTANGIBLE ASSETS

Changes in the carrying amount of goodwill for the year ended December 31, 2002 and by business segment are as follows:

Elastomers and

Performance Performance

{In miflions) Plastics Additives Distribution Other Total

January 1, 2002 $370.1 $106.2 $— S — $476.3
Reclassification of workforce, net of deferred taxes 9.7 5.7 1.1 1.3 17.8
Business acquisition 12.5 — — — 12.5
Business divestiture (6.3) — - — (6.3)
Other (1.6) - - — (1.6)
Impairment (54.7) — — — (34.7)

December 31, 2002 $329.7 $111.9 $1.1 $1.3 $444.0




Information regarding PolyOne's other intangible assets follows:
As of December 3i, 2002

Acquisition Accumulated  Currency
(In mitlions) Cost Amortization Translation Net
Non-contractual customer
relationships $16.7 $ (3.0 S — $13.7
Sales contract 2.9 (€.1) — 8.8
Patents, technology and other 13.5 (5.6) 0.4 10.3
Total $45.7 $(12.7) 50.4 $32.8
o As of Decem_ber 31 ZOOZV o
Acquisition Accumulfated  Currency
{In miflions) CosrtivAAnZQ(riz'an'qn VTranqut/ﬂﬁ Net
Non-contractual customer
relationships $16.4 S (2.0) S — S144
Sales contract 12.9 (2.3) — 10.6
Patents, technology and other 14.4 (3.6) — 10.8
Assembled workforce 307 (85  — 252
Total S$74.4  $(13.4) S — 561.0‘7

Amortization of other intangible assets was $4.8 million for the
year ended December 31, 2002. Excluding amortization of the assem-
bled workforce intangib e in 2001, amortization of other intangible
assets was $5.8 million for the year ended December 31, 2007
Amortization expense far each of the five succeeding fiscal years is
expected to be approximately $5 million per year.

Employee Separation
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LU FORMATION OF POLYONE

On August 31, 2000, PolyCne was formed as a result of the consalida-
tion of Geon and Hanna, with Geon as the acquiring entity. As a result
of the acquisition of Hanna, PolyOne announced plans to incur employee
separation and plant phaseout costs for incremental expenditures to
exit and consolidate activities at former Hanna locations, to sever
employees involuntarily, and to integrate operating locations and other
activities of the newly formed PolyOne.

In 2001, PolyOne announced the closing of 12 former Hanna
manufacturing plants. Of the announced sites for closing, nine were in
the Performance Plastics business segment and three were in the
Etastomers and Performance Additives segment. In 2001, one
Performance Plastics and all designated Elastomers and Performance
Additives plants were closed. In 2002, five Performance Plastics manu-
facturing sites closed. As of December 31, 2002, one plant was to close
at the end of the first quarter of 2003 and another plant was sched-
uled to close early in the third quarter of 2003. In January 2003,
PolyOne committed to a refinement to the original 2001 plan and
decided to continue operating the remaining facility. Accordingly, in the
first quarter of 2003, the reserve of approximately $1 million associated
with this facility (which relates to an acquired business) will be reversed
and recognized as a reduction to goodwill of the acquired business. As
of December 31, 2002, the net property carrying value to be realized
for the plants closed or to be closed was $9.4 million (some assets will
be transferred to other locations as production ceases). In addition,
PolyOne projects that cash spending for this restructuring initiative will
approximate $5.5 million during 2003.

The components of the acquisition integration liabilities are
as follows:

Plant Phaseout C osts

Number of Asset

{In miflions, except employee numbers) Employees Costs Cash Closing Writedowns Total
EEnooal soTitiIen B U0 108 $10.7 S — S — $10.7
2001 plan 671 17.3 76 17.9 42.8
Utilized in 2001 (375) (16.2) (1.0) (17.5) (34.7)
sEla pis 404 $11.8 $6.6 $ 04 $188
Utilized in 2002 (245) (6.8) (5.1) (0.1) (12.0)
Balance at December 31, 2002 159 $ 5.0 315 $ 03 S 6.8




G EMPLOYEE SEPARATION AND
PLANT PHASECUT

PolyOne has undertaken various restructuring initiatives and incurred
various employee separation and plant phaseout costs. These costs
include severance, employee outplacement, external consulting, lease
termination, facility closing and the writedown of the carrying value of
plants and equipment. These employee separation and plant phaseout
costs have been accrued and recognized as expense in the
Consolidated Statements of Operations.

2002 Charges Operating income in 2002 was reduced by charges
of $11 million ($0.6 million after tax) for costs associated with the con-
solidation of certain activities related to the Formulator operations in
the Performance Plastics segment. The costs were for employee sepa-
ration, which consisted of severance and other employee benefits. All
43 employees were terminated in 2002.

2001 Charges Operating income in 2001 for the Performance
Plastics segment was reduced by charges of $36.1 million ($22.0 mitlion
after tax) for costs associated with integration efforts and programs
to update North American manufacturing. The costs included $21.0 mil-
lion for employee separation, $21 million for cash plant closing and
$13.0 million for the writedown of the carrying value of plant and equip-
ment. The employee separation consisted of severance and other
related employee benefits, and included the projected termination of

Employee Separation

approximately 400 employees. Approximately 40 employees remain to
be terminated in 2003 in association with the viny! manufacturing
restructuring announced in November 2001.

2000 Charges Operating income in 2000 was reduced by charges
of $3.4 million ($21 million after tax) for costs associated with the clos-
ing of an Engineered Films facility. This facility closed in February 2001,
with the elimination of all positions at the plant during the first six
months of 2001. During 2001, PolyOne reassessed the value of the facil-
ity that was closed and recorded an impairment charge of $3.8 million.

In 2001, PolyOne announced the closing of five former Geon
manufacturing plants within the Performance Plastics segment. Two
plants were closed in 2001 and two additional plants were closed in
2002. As of December 31, 2002, one plant remained open and was
projected to close in the second quarter of 2003.

As of December 31, 2002, the net property carrying value to be
realized for the plants closed or to be closed was $7.3 million {some
assets will be transferred to other locations as production ceases). In
addition, PolyOne projects that cash spending for restructuring initiatives
accrued as of December 31, 2002 in relation to employee separation
and plant phaseout costs will approximate $14.6 million during 2003.

The following table summarizes the provisions, payments and
remaining reserves associated with these initiatives:

Plant Phaseout Costs

Number of

(in miflions, except employee numbers) Employees X Eo»sgsﬁ o _,,C,‘?,Sh C/o;vng Wr/fesjs\tn_/n_s o Total
Bglaiueat Jouanier WRITO 78 S 24 S — S - S 24
2001 charges 400 21.0 2.1 13.0 36.1
yfll'?e‘j,l[] 2001 ) B (1 7_8~)_ i ‘(6.4) (0.2) (13.0 (19.6)
Selanze 2 300 170 19 - 18.9
2002 charges 43 1.1 — — 1.1
Utilized in 2002 (303) (4.6) (0.8} - {5.4)
Balance at December 31, 2002 40 $13.5 St s — $14.6

The employee separation costs remaining to be paid at December 31, 2002 consisted of severance costs for employees related
to plants closed in December 2002 and paid in January 2003 (approximately $2.8 million), separation costs for the 40 employees
still 1o be terminated, continuing severance costs of previously terminated employees and continuing health care and other benefits

due to terminated employees.



FINANCIAL INFORMATION OF
EQUITY AFFILIATES

PolyOne’s Resin and Intermediates (R&I) segment consists primarily of
investments in equity affiliates. We own 24% of Oxy Vinyls, LP
(OxyVinyls), a manufacturer and marketer of polyvinyl chloride {PVC)
resins. OxyVinyls is a leading producer of PVC resins in North America.
Summarized financial information for OxyVinyls follows:

(in mitions) 2002 2001
OxyVinyls:
Net sales $1,3771  S$1,546.3
Employee severance, liabilities associated
with the temporary idling of a plant, facility
asset writeoff and decommissioning costs (20.6) (18.2)
Operating income (loss} 1.9 (14.7)
Partnership income (loss) as reported
by OxyVinyls 88.4 (13.9)
_PolyOne's ownership of OxyVinyls Mh 2%
PolyOne’s proportionate share of OxyVinyls’
earnings (loss) 21.2 (3.3)
Amortization of the difference between
PolyOne’s investment and its underlying
share of OxyVinyls' equity ) 0.6 0.6
Earnings (loss) of equity affiliate recorded
__..by PolyOne s 218 5 27
Current assets § 2731 S 287.2
Non-current assets o791 1,006.1
Total assets 1,254.2 1,293.3
Current liabilities 164.0 178.7
Non-current liabilities 81.3 816
Total liabilities 245.3 260.3
Partnership capital $1,008.2 S$1,033.0

OxyVinyls' income during the year ended December 31, 2002
includes special pre-tax charges of $20.6 million. The 2002 special
charges relate to the asset writeoff and decommissioning cost assaci-
ated with the permanent closing of specific production assets included
in an idled plant, plus employee severance and costs associated with
the temporary idling of a plant. Our proportionate share of the 2002
special items was $4.9 million. OxyVinyls' special charges for the year
ended December 31, 2001 included a fourth-quarter pre-tax charge
of $13.8 million for emp.oyee severance and liabilities associated with
the temporary idling of a plant, and a first-quarter pre-tax charge of
$4.4 million, all of which related to involuntary severance, outplacement
costs and other employee-related separation benefits. PolyOne's pro-
portionate share of the 2001 special items was $4.3 million.

i
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In January 2003, the FASB issued Interpretation No. 46 (FIN 46),
“Consolidation of Variable Interest Entities” FIN 46 requires a company
to consolidate a variable interest entity if it is designated as the primary
beneficiary of that entity, even if the company does not have a majority
of voting interests. A variable interest entity is generally defined as an
entity of which its equity is unable to finance its activities, or the owners
of the entity lack the risk and rewards of ownership. The provisions of
this interpretation apply at inception for any entity created after January
31, 2003. For an entity created before February 1, 2003, the provisions
of this interpretation must be applied at the beginning of the first interim
or annual period beginning after June 15, 2003. OxyVinyls will adopt the
provisions of FIN 46 in the third quarter of 2003 for existing entities
that are within the scope of this interpretation. On a preliminary basis,
OxyVinyls believes that FIN 46 will result in the consolidation of certain
variable interest entities that are owners of plants and equipment
OxyVinyls leases from them. The probable consolidation will affect the
LaPorte, Texas, vinyl chloride monomer (VCM) plant lease and railcars
under the terms of a related lease agreement dated April 30, 1999
(collectively, the “LaPorte Lease”). If consolidation of the LaPorte Lease
were to take place, OxyVinyls' financial condition would resuit in an
increase in assets of approximately $132 million and in liabilities of $180
million, with a pre-tax charge of approximately $48 million in the third
quarter of 2003. OxyVinyls expects to record this change as a cumula-
tive effect of a change in accounting principles. Annual expense for
depreciation would increase by approximately $12 million. If OxyVinyls
chose to terminate the leases prior to adoption, there would be no
cumulative effect of a change in accounting principles. Additionally, FIN
46 may require the consolidation of OxyMar in the third quarter of
2003. If OxyMar were to be consolidated at December 31, 2002, both
assets and liabilities would increase by approximately $354 million. The
consolidation of OxyMar would not change OxyVinyls' results of opera-
tions. The potential 2003 impact on PolyOne’s financial statements
should the LaPorte Lease not be terminated is (1) a third-quarter pre-
tax charge from the cumulative effect of a change in accounting of
approximately $11.5 million and (2) lower second-half equity earnings of
approximately $1.4 million.

PalyOne’s R&! segment also includes the SunBelt Chlor-Alkali
{owned 50%) and Welvic Australia Pty Ltd. {(owned 374%) equity affili-
ates. The Performance Plastics segment includes the DH Compounding
Company (owned 50%), Geon/Polimeros Andinos (owned 50%) and
Techmer, PM, LLC (owned 5i %) equity affiliates. Further, for the year
ended December 31, 2001 and the two-month period ended February
28, 2002, the R&! segment included the results of Australian Vinyls
Corporation, an equity affiliate (owned 37.4%) and the Performance
Plastics segment included SPC Geon PTE Limited {owned 50%). In



February 2002, SPC Geon PTE Limited was dissolved. The sale of
Australian Vinyls Caorporation’s PVC resin operations was announced on
January 11, 2002; the sale closed in February 2002. in December 2007,
PolyOne recognized an investment impairment charge of $9.5 million,

including a $4.9 miltion translation loss, in connection with the pending
sale. The retained Australian compound operations are named Welvic
Australia Pty Ltd.

On December 20, 2002, we announced that we had entered into
an agreement with TPM Holdings, LP, a limited partnership, for the
future sale of PolyOne's unconsolidated equity ownership interest in
Techmer. Under terms of the agreement, PolyOne recognized in its
2002 earnings from equity affiliates a pre-tax impairment loss on its
investment of $3.6 million, reported separately as a component of
operating income in the line “Loss on divestiture of equity investment”
The sale transaction closed in January 2003, with PolyOne receiving
cash in exchange for its shares of Techmer.

Combined summarized financial information for these equity affili-
ates, excluding PolyCne Funding Corporation, follows. The amounts
shown represent the entire operations of these businesses, rather than
PolyOne’s proportionate share

(in millions} 2002 2001
Net sales $253.1 $359.0
Operating income (loss) - 15.9 (17.9)
Net income (loss) 7 $ 15 S (34.1)
Current assets $764 S 964
Non-current assets 201.7 220.5
_ Totalassets $277.5  $3169
Current liabilities $ 410 S 553
Non-current liabilities 180.8 196.6
 Total liabilitie $221.8 52519

OxyVinyls purchases chlorine from SunBelt under an agreement
that expires in 2094. The agreement requires OxyVinyls to purchase at
market price, less a discount, alt chiorine produced by SunBelt up to a
maximum of 250,000 tons per year. OxyVinyls' chlorine purchases from
SunBelt totaled $30.5 million in 2002 and $9.8 million in 2001.

NeTH FINANCING ARRANGEMENTS

Long-terrn debt, including capital lease obligations, at December 31
consisted of the following:

{in millions) 2002 2001
9.375% senior notes due 2003 $ 90.0 S 915
6.875% debentures due 2005 78.7 75.2
7.500% debentures due 2015 50.0 50.0
8.875% senior notes due 2012 98.3 —
Medium-term notes — interest rates from 6.52%
to 7.16% with a weighted-average rate of
6.85% —due between 2004 and 2011 155.6 151.1
Deutsche mark denominated note,
interest rate at 5.1% — 40.5
Colombian peso denominated notes, interest rates
at 11.10% to 11.85%, due 2004-2005 8.9 11.4
Italian tira denominated notes, interest rates
at2%1t0 5.1% — 6.5
Bank borrowings 1.7 5.2_
583.2 431.4
Less current portion 910 4.6
$4392.2 S426E

Aggregate maturities of long-term debt for the next five years are:
2003 - $91.0 million; 2004 - $23.8 million; 2005 - $104.9 million;
2006 - $201 million; 2007 - $20.0 million; and thereafter — $323.4 million.

During April 2002, PolyOne completed a private placement of
$200 million of 8.875% senior notes to certain institutional investors in
an offering exempt from the registration requirements of the Securities
Act of 1933. Subsequently, PolyOne registered with the Securities and
Exchange Commission an offer to exchange the senior notes for regis-
tered senior notes, which became effective in July 2002. In part, we
used the proceeds from the offering to repay a loan held by one of our
German subsidiaries. The senior notes rank equally with all of PolyOne's
other senior unsecured indebtedness.

In December 2002, PolyOne amended its revalving credit facility,
which expires in October 2004. The amendment reduced the existing
facility from $150 million to $125 million and established new future
compliance financial ratios. The amendment waived the compliance of
financial ratio covenants for the fourth quarter of 2002. The amended
agreement pravides for interest rates to be determined at the time of
borrowing based on a choice of formulas specified in the agreement.
Additionally, our obligations under the revolving credit facility are guar-
anteed by some of our domestic subsidiaries. There were no borrowings
under this agreement at December 31, 2002.



The weighted-average interest on short-term borrowings was
4.4% at December 31, 2002 and 4.0% at December 31, 2001. Interest
paid amounted to $41.4 million in 2002, $42.5 million in 2001 and
$38.6 million in 2000. PolyOne capitalized $0.7 million of interest costs
during 2002 in connection with the implementation of a common man-
agement business information systems platform.

From time to time, PolyOne enters into interest rate swap agree-
ments. The interest rate swap agreements effectively modify PolyOne’s
exposure to interest risk by converting our fixed-rate debt t0 a floating
rate. PolyOne terminated interest rate swap contracts and received cash
of $8.3 million in 2002 and $4.3 million in 2001. The deferred gain has
been classified as long-term debt, and is being amortized over the
remaining life of the related debt instrument. As a result of the swap
agreements in 2002 and 2001, the 9.375% interest rate on the senior
notes due in 2003 was converted to a rate of 670% at December 31,
2002 and 7.96% at December 31, 2001. The 6.875% interest rate on
the debentures due in 2005 was converted to 5.33% at December 31,
2002 and 4.5675% at December 31, 2001. At December 31, 2002,
$100.0 mitlion of medium-term notes with a weighted-average interest
rate of 6.96% was converted to an average weighted interest rate of
577%. At December 31, 2001, $20.0 million of medium-term notes with
an interest rate of 6.875% was converted to an interest rate of 5.0825%.

PolyOne’s bank agreements require, among other things, that
PolyOne comply with interest coverage, borrowed debt-to-EBITDA
earnings and tangible assets-to-indebtedness ratios. Further, the
amended revolving credit agreement limits capital expenditures, acqui-
sitions and dividends.

Each indenture governing our public debt and our guarantee of the
SunBelt note allows for a specific level of secured debt, above which
security must be provided on each such indenture. The receivables sale
facility does not constitute debt under the public debt indentures. In
March 2002, security was granted under the terms of the amended and
restated revolving credit agreement; however, as of December 31, 2002,
PolyOne had no barrowings under the revolving credit agreement and
had not triggered any security being provided to the outstanding public
unsecured debt. In February 2003, PolyOne made borrowings on the
revolving credit agreement at levels that triggered the security on the
public indentures. Security on the revolving credit agreement and public
debt will terminate when the borrowed debt-1o-EBITDA ratio is less
than 3.50 t0 1.0 for any two consecutive fiscal quarters.

LEASING ARRANGEMENTS

PolyOne leases certain manufacturing facilities, warehouse space,
machinery and equipment, automobiles and railcars under operating
leases. Rent expense amounted to $20.9 million in 2002, $25.7 miltion
in 2001 and $21.3 million in 2000.
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The future minimum lease payments under non-cancelable oper-
ating leases with initial lease terms in excess of one year at December
31, 2002 were as follows: 2003 - $16.6 million; 2004 - $12.2 million;
2005 - $6.3 million; 2006 ~ $4.5 million;, 2007 - $2.8 million; and
thereafter — $7.7 million.

SALE OF ACCOUNTS RECEIVABLE

Accounts receivable consist of the following:

Decernber 31,
{in mittions) ﬂ@g;_ wwzi@m .
Trade accounts receivable $120.1 $145.1
Retained interest in securitized
accounts receivable 56.5 -
Aliowance for doubtful accounts (72.3) (8.5)
$164.3 $135.6

PolyOne participates in a receivables sale program to provide up to
$250 million in liquidity through the sale of certain domestic trade
accounts receivable at a cost similar to high-grade commercial paper.
This program was amended and restated in April 2002. In the future,
the program could be terminated should PolyOne's senior unsecured
debt receive a public debt rating below BB- by Standard & Poor’s or a
rating below Ba3 by Moody’s Investors Service.

Under the terms of the amended and restated agreement,
PolyOne sells undivided interests in certain domestic accounts receiv-
able through PolyOne Funding Corporation (PFC), without recourse, to
a third-party financial conduit. PFC is a wholly owned subsidiary and a
qualifying special-purpose entity (QSPE) that is bankruptcy remote and
accounted for on an equity basis. At December 31, 2002, accounts
receivable totaling $216.4 million were sold by PolyOne to PFC, and are
included as a reduction of trade accounts receivable within accounts
receivable on the PolyOne Consolidated Balance Sheet. Further, at
December 31, 2002, PFC had sold undivided interests in accounts
receivable totaling $159.9 million to a third-party financial conduit, a
decrease of $57.6 million from December 31, 2001. PolyOne retains an
interest in the $56.5 million difference between the amount of trade
receivables sold by PolyOne to PFC and the undivided interests sold by
PFC to the third-party financial conduit. This interest retained by
PolyOne is included in accounts receivable in the PolyOne Consolidated
Balance Sheet at December 31, 2002, The third-party financial conduit
has a security interest in the unsold accounts receivable held by PFC.
PolyOne records the net change in the undivided interests sold under
this program as operating cash flows in the Consolidated Statements of
Cash Flows.



The accounts receivable are sold at a discount from the face
amount to pay investor vield (30-day LIBOR based) on the undivided
interests soid to the conduit, for utilization fees (0.25% of the undivided

interests sold) and for program fees (0.50% of the total commitment).
The discount from the face amount for accounts receivable sold, net of
a servicing fee, is $3.9 million for the year ended December 31, 2002,
and is included in other expense, net, in the Consolidated Statements
of Operations.

The arrangement provides that PolyOne remain responsible for
servicing the underlying accounts receivable. We receive an annualized
service fee from PFC approximating /4 of 1% of the undivided interests
sold. As PolyOne collects payments from the undivided interests sold,
PEC reinvests the collected payments in new accounts receivable for
the conduit. PolyOne, through PFC, retains the risk of credit loss on the
receivables and, accordingly, the full amount of the allowance for
doubtful accounts has been retained in the PolyOne Condensed
Consclidated Balance Sheet. The conduit has collection rights to recover
payments from the receivables in the designated pool.

XTVE L INVENTORIES
December 3,
(In mitlions) 2002 2001
At FIFO or average cost, which approximates
current costs:
Finished products and in process $159.7 $154.8
Raw materials and supplies 118.5 117.0
277.6 271.8
Reserve to reduce certain inventories to
 LIFOcostbasis (23.9)  (16.5)
$253.7 $255.3

Approximately 42% of PolyOne's inventory had been valued by the
LIFO method at December 31, 2002 and 44% at December 31, 2001,
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PROPERTY
Decemnber 31,
(In millions) 2002 2001

Land and land improvements $ 596 S 620

Buildings 292.3 287.2
Machinery and equipment o41.1 _A864.3 ]
1,293.0 11,2135

Less accumulated depreciation
‘and amortization (510.9) (5“29_9)
$ 8821 S 6836

NOUD X OTHER BALANCE SHEET LIABILITIES

Accrued Expenses Non-current Liabilities
December 3], De;e-gb-e} 37 o
fin millions) 2002 B 2991, 2002 2001
Employment costs $63.0 S 685 $256 S 21.1
Environmental 7.7 4.1 44.6 52.1
Taxes 12.6 11.7 - —
Post-retirement benefits 12.3 125 — —
Interest payable 6.6 4.2 — —
Pension - — 163.5 95.6
Employee separation and
plant phaseout 21.3 36.5 0.1 1.2
Insurance accruals 0.8 0.6 5.3 4.7
Other 35.9 229 21 398
$160.2 $161.0 $261.2 $2145

EICENE IR EMPLOYEE BENEFIT PLANS

PolyOne has four defined benefit pension plans under which benefits
are accruing for certain US. employees. Two of the pension plans are
unfunded non-qualified pension plans that provide supplemental pen-
sion benefits for senior executives. The plans generally provide benefit
payments using a formula based on employee compensation and
length of service. Annual contributions to the plans are sufficient to sat-
isfy legal requirements. Plan assets consist principally of corporate and
government obligations and funds invested in equities, including
PolyOne stock. PolyCOne's salaried plan closed participation to employ-
ees after December 31, 1999, and for all active participants the service
component of the benefit was frozen as of December 31, 2002. In con-
nection with the acquisitions of Hanna and O’Sullivan Corporation
(O'Sullivan), PolyOne assumed the obligations and assets of Hanna'’s
and O'Sullivan’s defined benefit pension plans, covering certain Hanna
and O'Sullivan employees. Benefits earned under Hanna's and
O'Sullivan’s defined benefit pension plans have been frozen.

PolyOne recorded an intangible asset of $4.3 million related to
both funded and unfunded pension plans as of December 31, 2002,
and of $1.4 million as of December 31, 2001, PolyOne's accumulated
other non-owner equity changes included $120.0 million after tax at
December 31, 2002 and $59.5 million at December 31, 2001 related o
the accumulated minimum pension liability. PolyOne reports other non-
owner equity changes, net of the related income tax expense or benefit,
in the Consolidated Statements of Shareholders’ Equity. The income tax
benefit related to the adjustment of the minimum pension liability was
$2.9 million in 2002, $20.8 million in 2001 and $15.2 million in 2000.



PolyOne sponsors several unfunded defined benefit post-retirement plans that provide certain health care and life insurance
benefits to eligible employees. The health care plans are contributory, with retiree contributions adjusted periodically, and contain

other cost-sharing features such as deductibles and co-insurance. The life insurance plans are generally non-contributory.

The following tables set forth the change in benefit obligation, change in plan assets’ funded status and amounts recognized in
the Consolidated Balance Sheets related to the defined benefit pension and post-retirement health care benefit plans.

(In mitlions} Pension Benefits Health Care Benefits
2002 2001 2002 2001
Change in benefit obligation
Benefit obligation - beginning of vear $442.4 $415.3 $145.5 $155.0
Service cost 5.0 5.0 0.8 0.8
Interest cost 30.0 30.7 9.9 10.2
Participant contributions — — 2.8 2.0
Benefits paid (32.5) (34.2) (17.4) (16.8)
Acquired businesses and plan amendments 3.8 0.1 0.4 —
Change in discount rate and other 16.8 255 3.6 (5.7)
Benefit obligation —end of year 465.5 442.4 155.6 145.5
Projected salary increases 3.2 314 —_ —
Accumulated benefit obligation $424.3 $411.0 $155.6 $145.5
Change in plan assets
Plan assets - beginning of year $312.1 $353.2 s — s -
Actual return on plan assets (25.2) (11.4) — —
Company contributions 13.3 4.5 —_ —
Benefits paid (32.3) (34.2) — —
Plan assets —end of year $267.7 $312.1 S — s -
Funded status
Projected benefit obligation in excess of plan assets $ 197.7 $130.3 $155.6 $1455
Unamortized transition liability — (0.7) —
Prior service cost (4.3) (0.7) (0.8) (0.9)
Net actuarial gain (loss) (189.1) (126.2) (20.0) (5.9)
Cumulative pre-tax adjustment to recognized minimum liability 159.2 829 — —
Accrued benefit cost $763.5 $956 S134.8 $138.7

The following table summarizes the assumptions used by the consulting actuaries and the related benefit cost information.

(Doltars in millions)

Pension Benefits

Health Care Benefits

2002 2001 B 2000 2002 2001 2000
Assumptions
Discount rate 6.75% 7.25% 7.5% 6.75% 7.25% 7.5%
Future compensation 4.0-7.0% 4.0-70% 4.0-7.0% — — —
Expected long-term return on plan assets,
beginning of year (2003 - 8.75%) 9.0% 9.0% 9.0% — — —
Components of net periodic benefit costs
Service cost $ 5.0 $ 5.0 S 4.2 $ 0.8 S 08 $0.8
Interest cost 30.0 30.7 25.0 2.9 10.2 7.9
Expected return on plan assets (27.4) (29.9) (26.8) — — —
Amortization of unrecognized losses, transition
) pAtzlri_ggtio_n _and_Eri‘qujg‘ryi—ce cost 6.9 3.7 1.9 (0.2) (0.1) —
$14.5 $ 95 S 43 $10.5 $10.9 _537




The combined projected benefit obligation (PBQ) included the
PBO of unfunded plans of $36.9 million at December 31, 2002 and
$34.3 million at December 31, 2001 The accumulated benefit obliga-
tion (ABO) of these unfunded plans was $33.5 million at December 31,
2002 and $32.6 million at December 31, 2001. The remaining PBO
relates to PolyOne's funded pension plans, including the acquired
Hanna and O'Sullivan plans. At December 31, 2002, PolyOne had six
plans with @ PBO and an ABO in excess of the related plan assets.
These included PolyOne's salaried and wage plans, two plans acquired
with O’Sullivan and two plans acquired with Hanna. For these plans,
at December 31, 2002, the PBC was $422.2 million, the ABO was
$394.4 million and the fair value of plan assets was $258.5 million.

For measurement purposes, PolyOne assumed an average annual
rate of increase in the per capita cost of health care benefits (health
care cost trend rates) of 11.0% for 2003 declining gradually to 5.25% in
2009 and thereafter. A change in the assumed health care cost trend
rates of 1% in each year would increase or decrease the benefit obliga-
tion as of December 31, 2002 by approximately $12 million, and the
aggregate of the service and interest cost components of net pericdic
post-retirement benefit cost for 2002 by approximately $1 million.

PolyOne sponsors three voluntary retirement savings plans (RSP).
Under provisions of these plans, eligible employees can receive
Company matching contributions on up to the first 6% of their eligible
earnings. In addition, PolyOne may make discretionary profit-sharing
contributions to these plans for eligible employees. PolyOne made no
profit-sharing contribution in 2002, 2001 or 2000. Alsc, PolyOne con-
tinues to sponsar defined retirement contribution plans for certain
employees, which provide for Company contributions of a specified per-
centage of each employee’s compensation. Following are PolyOne’s
contributions to the RSP:

{In miltions) 2002 2001 2000
Retirement savings match $ 89 $89 $ 92
Profit sharing — — -
Defined retirement benefit 5.6 67 14
$14.5 $15.6 $10.6

COMMITMENTS AND
RELATED-PARTY INFORMATION

Environmental PolyOne has been notified by federal and state environ-
mental agencies and by private parties that it may be a potentially
responsible party (PRP) in connection with several environmental sites.
While government agencies frequently claim PRPs are jointly and sev-
erally liable at these sites, in our experience, interim and final aflocation
of liability costs are generally made based on the relative contribution
of waste. PolyOne bhelieves that its potential continuing liability with

respect to such sites will not have a material adverse effect on its con-
solidated financial position, resuits of operations or cash fiows. In addi-
tion, PolyOne initiates corrective and preventive environmental projects
of its own 10 ensure safe and lawful activities at its operations. PolyOne
believes that compliance with current governmental regulations at all
levels will not have a material adverse effect on its financial condition
Based on estimates prepared by our environmental engineers and
consultants, PolyOne, at December 31, 2002, had accruals totaling
$52.3 million to cover probable future environmental expenditures relat-
ing to previously contaminated sites. The accrual represents our best
estimate for the remaining probable remediation costs, based upon
information and technology currently available. PolyOne's estimate of the
liability may be revised as new regulations, technologies or additional
information is obtained. Environmental expense incurred was $3.7 million
in 2002, $3.9 million in 2001 and $2.2 million in 2000.

Guarantees In connection with the formation of OxyVinyls,
PolyOne has guaranteed $42.3 million of OxyVinyls' borrowings from
Occidental Petroleum Corporation. This guarantee terminates when
OxyVinyls attains a defined amount of cumulative earnings before
income taxes, depreciation and amortization. PolyOne also has guaran-
teed $91.4 million of SunBelt’s outstanding senior secured notes in con-
nection with the construction of the chlor-alkali facility in Macintosh,
Alabama. The debt and guarantee thereon mature in 2017,

Related-Party Transactions PolyOne purchases a substantial
portion of its PVC resin and all of its VCM raw materials under the
terms of supply agreements with OxyVinyls. The agreements have an
initial term of 15 years, with PolyOne having the right to renew for two
five-year option periods. PolyOne also has entered into various service
agreements with OxyVinyls. Net amounts owed to OxyVinyls, primarily
for raw material purchases, totaled $15.5 million at December 31, 2002
and $14.2 million at December 31, 2001. PolyOne's purchases of raw
materials from OxyVinyls totaled approximately $179 million during
2002 and $184 million during 2001.

OTHER EXPENSE, NET

{in mittions) 2002 2001 2000

Currency exchange gain (loss),
net of foreign exchange contracts  $(0.6) $(0.8) $2.8
Discount on sale of trade receivables (4.8) (8.1) (5.8)
Investment writedown 0.8) (0.6) —
Litigation settlement gain — 3.1 —
Other income (expense), net (3.0) 0.1 (1.6)
$(9.2) $(6.3) $(4.6)
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INCOME TAXES ) Significant components of PolyOne'’s deferred tax liabilities and

‘ ) ) ) assets at December 31 were as follows:
Income (loss) before income taxes, discontinued operations and cumu-

|ative effect of a change in accounting cansists of the following: ;- (nmiions) 2002 2001

|

{17 mitions) 2002 2001 2000  Deferred tax liabilities:

i ; Tax over book depreciation $ 728 S 722
Domestic $(22.1) $(81.2) $238 | ntangibl 03 230
Foreign 10.3 7.0 0.8 niangioles ' '

S (11.8) 5(74.2) 5246 Equity investments 149.9 1409

= = S == State taxes 1.1 49

A summary of income tax expense (benefit) follows: Other, net 30.3 364
2002 Tota! deferred tax liabilities $264.8 $277.4

(In miflions) 2001 2000 —_—

Current: Deferred tax assets:

Federal s _ s $0.1 Post-retirement benefits other than pensions 49.7 51.7
State _ (0.5) 1.0 Employment cost and pension 4.9 44.4
Foreign 75 26 _ Employee separation and plant phaseout 12.0 17.4

o LT T Environmental 9.0 18.8
Total current 7.5 2.1 1.1 1 . ‘

Deferred: ‘ Net operating loss carryforward 109.2 82.3
Federal (15)  (26.1) 8.7 LIFQ inventory - 2:5
State (2.8) (4.3) (1.2) Alternative minimum tax credit carryforward 5.8 5.8

. . . | Foreign net operating losses and

2.4 . .

Foreign (2 7) 12 08 ; tax credit carryforward 13.1 10.7
12. . .

Total deferred ( 2) (29.2) 83 | Valuation allowance (324) (107
Total i 5. . .

otal tax expense (benefit) P52 s@T) 594 Other, net 386 315

) ) ) . ‘ Total deferred ta 1 267.9 254.4

The income tax rate (benefit) for financial reporting purposes var- ola] Cefefred tax assels >
: Net deferred tax assets (liabilities) $ 31 $(23.0)

ied from the federal statutory rate as follows:

2002 2001 2000 SEAS No. 109, “Accounting for Income Taxes! requires deferred tax

Federal statutory income tax rate (35.0%) (35.0%) 35.0% assets to be determined for each tax-paying component of an enter-
State tax, net of federal benefit (15.6) (4.3) (0.4) prise within each tax jurisdiction. The deferred tax assets indicated in
Goodwill —_ 3.2 77 the table are attributable primarily to tax jurisdictions where a recent
Differences in rates of history of losses has occurred. Therefore, PolyOne believes a valuation
foreign operations 12.8 0.6 25 allowance is needed to reduce the deferred tax asset to an amount that
Enacted tax rate reduction — — (5.4) is more likely than not to be realized. In addition, PolyOne has estab-
Other, net (8.3) (1.0) (1.2) lished a valuation allowance for deferred income tax benefits related to
Effective income tax rate (44.7%) (36.5%) 38.2% foreign subsidiary loss carryforwards and foreign tax credit carryfor-

wards.

PolyOne had provided for US. federal and foreign withholding tax
on $22.0 million, or 12%, of foreign subsidiaries’ undistributed earnings
as of December 31, 2002. Regarding the undistributed earnings on
which no federal and foreign withholding tax has been provided, earn-
ings are intended to be reinvested indefinitely. It is not practicable to
determine the amount of income tax liability that would result had such
earnings actually been repatriated.



PolyOne paid income taxes net of refunds of $1.6 million in 2002
and $4.2 million in 2000. PolyOne received income tax refunds net of
taxes paid of $4.1 million in 2001. PolyOne has a net operating loss car-
ryforward of approximately $311.9 million, of which $11.9 mitlion will
expire in 20M, $22.2 million will expire in 2012, $66.6 million will expire
in 2018, $3.5 million will expire in 2019, $9.5 miilion will expire in 2020,
$104.8 million will expire in 2021 and the remaining $93.4 million will
expire in 2022. In addition, PolyOne has an alternative minimum tax
credit carryforward of $5.8 million.

ROV S SHAREHOLDERS' EQUITY

PolyOne’s incentive stock plans provide for the awarding or granting of
options to purchase PolyOne common stock. Generally, options granted
become exercisable at the rate of 35% after one year, 70% after two
years and 100% after three years. For 2002 grants, the amount sched-
uled to vest in the third year may vest earlier based upon the stock
performance. The term of each option cannot extend beyond 10 vears
from the date of grant. In 2002, in addition to the 10-year term option,
stock options were granted that vest on the third anniversary of the
date of grant and have a term of 39 months. All options under the
plans have been granted at 100% of market (as defined) on the date of
the grant. PolyOne also has a stock plan for non-employee directors
under which options are granted.

In August 2000, shareholders approved the 2000 Stock Incentive
Plan (Incentive Plan). The Incentive Plan is administered by a commit-
tee of the Board of Directors. Officers, employees and non-employee
directors are eligible to participate. The Incentive Plan provides for the
award of a broad variety of stock-based compensation alternatives such
as non-qualified stock options, incentive stock options, restricted stock,
performance awards and stock appreciation rights. A total of 4.5 million
shares may be granted under the Incentive Plan. The options have the
same term and pricing structure as options granted under PolyOne’s
other incentive stock plans.

A summary of stock option activity follows:

Weighted-
Average
{in thousands, except per share data) Shares Exercise Price
Outstanding at January 1, 2000 6,938 $10.63
Hanna options assumed at merger date 4,295 15.24
fssued 2,628 10.19
Exercised (121) 10.32
Forfeited (84) 11.68
Outstanding at December 31, 2000 13,656 11.98
Issued 1,531 8.70
Exercised (128) 8.41
Forfeited {529) 11.69
Outstanding at December 31, 2001 14,530 11.68
Issued 1,505 12.23
Exercised (782) 9.1
Forfeted ~ (2,199) 10.11
Qutstanding at December 31, 2002 13,054 12.16
Exercisable at December 31, 2002 10,648 12.47
Exercisable at December 31, 2001 10,258 12.73
Exercisable at December 31, 2000 10,099 12.46
At December 31, 2002:
Exercisable options:
Exercise price: $8.38 - $13.00 6,633 10.11
Exercise price: $13.01 - $26.82 4,015 16.37
Unexercisable options:
Exercise price: $8.38 - $13.00 2,406 10.80

_ Exercise price: $13.01 - $26.82

At December 31, 2002, the weighted-average remaining life
for options with an exercise price of $13.00 or less was 5.9 years.
Options with an exercise price of more than $13.00 had a remaining life
of 3.7 years.

The compensation cost recognized relating to the stack partion of
the annual incentive plans, three-year incentive plan and amortization
of restricted stock awarded amounted to $1.4 million in 2002, $1.3 mil-
lion in 2001 and $10.3 million in 2000. The weighted-average fair vaiue
per share of restricted stock and stock awards under the long-term
incentive plan on the grant date was $12.22 for 2002, $7.34 for 2001
and $14.95 for 2000.

At December 31, 2002, approximately 131 million shares were
reserved for future issuance upon exercise of stock options previously
granted, and approximately 3.9 million shares were available for future
grants under PolyOne's incentive plans.
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During the first half of 2001, the Compensation Committee of
PolyOne’s Board of Directors authorized the issuance of 532,800
shares of restricted PolyOne stock to certain PolyOne executives. The
restricted shares were valued at $7.22 per share and were issued from
The Geon Company Share Ownership Trust. An additional 40,000
shares were issued in tha fourth quarter of 2001 These shares were
valued at $8.96 per share and were issued from shares held in treasury.
During 2002, 3,000 shares were issued. The 2002 shares were valued
at $12.22 per share and were issued from shares held in treasury.
Shares vest and restrictions lapse three years from the date of grant.
Accordingly, PolyOne has recorded the grants as unearned compensa-
tion to be recognized as compensation expense over the three-year
vesting period.

O SEGMENT INFORMATION

PolyOne operates in four business segments: Performance Plastics,
Elastomers and Performance Additives (E&A), Distribution, and Resin
and Intermediates (R&I). The accounting policies of each business seg~
ment are consistent with those described in the “Summary of
Significant Accounting Policies” Inter-segment sales are accounted for at
prices that generally approximate those for similar transactions with

i

unaffiliated customers. The elimination of inter-segment sales revenue is
included in the Other segment. Certain other corporate expenses and
eliminations are also included in the Other segment. Business segment
assets consist primarily of customer receivables, inventories, net property
and goodwill. Cash, sales of accounts receivable and certain other assets
not identified with a specific segment are included in the Other segment.

Senior management uses operating income before special items
and EBITDA (defined as operating income plus depreciation and amor-
tization before special items) to assess performance and allocate
resources to business segments. Senior management believes such
metrics are useful in its assessment of the underlying earnings power
and operating cash flow of each business segment. EBITDA is a metric
used by stock market analysts, financial institutions and investors.
Special items include gains and losses associated with specific strategic
initiatives such as restructuring or consolidation of operations, gains and
losses attributable to divestment of joint ventures, and certain one-time
items. Operating income before special items and EBITDA before spe-
cial items are non-GAAP measures, and may not be comparable to
financiat performance measures presented by other companies.

Elastomers and

Performuance Performance Resin and
(In mittions) fotal Plastics Additives Distribution Intermediates Other
Year ended December 31, 2002:
Sales to external custorers $2,498.2 $1,621.6 $363.8 $512.8 $ — S —
Inter-segment sales — 97.2 0.1 6.9 — (104.2)
2,498.2 1,718.8 363.9 519.7 — (104.2)
Operating income (loss) 38.9 37.5 .4 7.0 0.6 (17.6)
Employee separation and plant phaseout 1.1 1.1 — — — —
Period plant phaseout costs incurred 1.2 1.1 — —_ — —
Plant phaseout accelerated depreciation 1.8 1.8 — — — —
Restructuring and plant idling costs incurred
by equity affiliates (") 4.9 — — — 4.9 —
Loss on divestiture of equity investments 5. — — — 5.1 —
Operating income (loss) before employee separation, plant
phaseout costs, plant idling and investment divestiture costs 52.9 41.5 1.4 7.0 10.6 (17.6)
Depreciation and amortization 70.7 35.7 1.7 1.8 0.8 0.7
EBITDA before employee separation, plant phaseout costs,
plant idling and investment divestiture costs 123.6 97.2 23.1 8.8 .4 (16.9)
Total assets 1,997.5 1,389.2 252.2 140.6 2311 (15.6)
Capital expenditures 75.1 58.3 4.7 1.0 — 151

1) PolyOne’s share of OxyVinyls’ employee severance and liabilities associated with the temparary idling of a plant in December 2001 and the 2002 asset writeoff and decom-
missioning costs related to the permanent closing of specific production assets included in the idled piant



Elastomers and
Performance Performance Resin and
(in millions) Total Plastics _ Additives Distribution Intermediates Other

Sales to external customers $2,581.1 $1,724.7 $402.2 $454.2 S — 5 —

Inter-segment sales — 39.9 04 84 — (48.7)
2,581.1 1,764.6 4026 4626 = (487
Operating income (loss) (29.5) 14.6 10.2 (0.4) (31.5) (22.4)
Employee separation and plant phaseout 36.1 36.1 — — — —
Merger and integration costs 59 0.1 — — — 5.8
Period cost of closed facilities 0.2 0.2 — — — —
] Restructuring and plant idling costs incurred
! by equity affiliates 2 9.4 — - — 9.4 —
_ Loss on divestiture of equity investments 95 = — — — 9.5 -
Operating income (loss) before restructuring costs, merger
and integration costs, and executive separation costs 316 51.0 10.2 (0.4) (12.6) (16.6)
Depreciation and amortization _ _ - 89.2 68.2 16.6 2.9 — 1.5
EBITDA before restructuring costs, merger and integration
costs, and executive separation costs 1208 1192 268 2.5 (12.6) (15.1)
Total assets 2,051.5 1,543.0 445.1 176.2 239.7 (352.5)
Capital expenditures 781 31.0 10.0 1.9 ~ 352
Vezr ended Tezemner T, 20000
Sales to external customers $1,861.3  §1,559.3 S$1455 $156.5 s - S -
Inter-segment sales — 8.8 0.3 2.4 — (11.5)
1,861.3 1,568.1 145.8 158.9 — (11.5)
Operating income (loss) 63.9 51.6 76 2.1 279 (25.3)
Employee separation and plant phaseout 28 2.8 — — — —
Charge for acquired profit in inventory 2.8 2.3 0.5 — - -
Merger and integration costs 9.5 — — — — 9.5
Pension termination and debt placement costs 1.6 - - == 1.6
Operating income (loss) before restructuring costs, acquired
profit in inventory, merger and integration costs, and
pension termination and debt placement costs 80.6 56.7 8.1 2.1 27.9 (14.2)
Depreciation and amortization 56.6 48.7 5.8 2.1 — —
EBITDA before restructuring costs, acquired profit in
inventory, merger and integration costs, and pension
_____termination and debt placement costs 137.2 105.4 13.9 4.2 2719 (142)
Total assets 2,460.7 1,607.6 320.9 167.0 2625 102.7
__ Capital expenditures 607 409 1. 06 —

(2) PolyOne's share of OxyVinyls’ employee severance costs and liabilities associated with the temporary idling of a plant and Austratian Vinyls Corporation’s employee severance
and restructuring costs.



A breakdown of the Performance Plastics segment’s sales for the vears ended December 31, 2002 and 2001 and the changes
versus the respective prior-year periods, by primary product group, is as follows:

Yeqr Ended December 3], Year Ended December 31,
2002 vs. 2001 2001 vs. 2000
2002 2002 2002 2001 2001 2001
Sales § Sales $ Shipment Lbs. Sales § Sales § Sh/'prpirlt L7b5
% of % Change % Change % of % Change % Change
Total vs. 2001 vs. 2007 Total vs. 2000 vs. 2000
North American PCC 56% -9% ~4% 57% -20% -19%
International PCC 20% 5% 7% 20% 7% -3%
Specialty Resins and Formulators 15% 3% 4% 14% -11% -12%
Engineered Films 9% -4% -3% 9%  -15% _-16%
Total Performance Plastics 100% -3% -1% 100% -16% - -16%

Earnings of equity affiliates are included in the related business PolyOne’s sales are principally to customers in the United States,
segment earnings (loss), and the investment in equity affiliates is included Europe, Canada and Asia/Pacific, and the majority of its assets are
in related business segment assets. Amounts related to equity affiliates * located in these geographic areas. Following is a summary of sales
included in the business segment information, excluding amounts relat- . based on geographic areas from which the sates originated and assets
ed to losses on divestitures of equity investments, are as follows: : by location:

{In millions) 2002 2001 2000 k (I millions) 2002 2001 2000
Earnings (loss) of equity affiliates: . Net sales:
Performance Plastics $ 68 § 72 S 12 United States $1,915.5  $2,031.4 $1,5029
R&l 15.3 (14.7) 379 Europe 291.9 2719 105.7
Other — (0.4) — Canada 168.10 180.3 2154

Subtotal 22.7 (7.9) 39.1 Other 122.7 97.5 37.3
Minority interest (19 (19 (1.4 ‘ Long-lived assets:

Total $20.2 S (98 5377 United States $ 8330 S 9825 $1,009.1
Investment in equity affiliates: i Europe 2157 199.3 195.2

Performance Plastics $ 519 S 59.7 S 60.0 Canada 00 >0.7 618
 Ral 283 2282 2516 Other 28 538 354

Total $271.8  S287.9 $311.6




RGN WEIGHTED-AVERAGE SHARES USED N
COMPUTING EARNINGS PER SHARE

{In millions} 2002 2001 2000

Weighted-average shares - basic:

Weighted-average
shares outstanding 213 0.3 618

Less unearned portion of
restricted stock awards
included in outstanding shares (0.5) (0.5) (0.4)

90.8 89.8 61.4

Weighted-average shares - diluted:

Weighted-average shares
outstanding - basic 20.8 89.8 61.4

Plus unearned portion of
restricted stock awards

included in outstanding shares — — 04

Plus dilutive impact of stock
options and stock awards — — 0.2
20.8 89.8 620

The historical 2000 share amounts have been restated to reflect
the conversion of each outstanding share of Geon common stock into
two shares of PolyOne. At December 31, 2002 and December 31, 2007,
PolyOne had excluded all outstanding options from the calculation of
diluted loss per share because they would have had an anti-dilutive
effect (0.4 million shares in 2002 and 01 million shares in 2001).

noUL v FINANCIAL INSTRUMENTS

PolyOne transacts business in various foreign currencies, and is subject
to financial exposure from foreign exchange rate movement between
the date a foreign currency transaction is recorded and the date it is
consummated. To mitigate this risk, PolyOne enters into foreign
exchange contracts. Gains and losses on these contracts generally off-
set gains or losses on the assets and liabilities being hedged, and are
recorded as other income or expense. Additionally, PolyOne enters into
inter-company lending transactions. PolyOne also enters into foreign
exchange contracts related to this foreign exchange exposure. Realized
and unrealized gains and losses on these contracts are recorded as
other income or expense. PolyOne does not hold or issue financial
instruments for trading purposes.

The following table summarizes by currency the contractual
amounts of PolyOne’s foreign exchange contracts at December 31,
2002 (in miliions). Foreign currency amounts are transiated at
exchange rates as of December 31, 2002. The “Buy” amounts represent
the US. dollar equivalent of commitments to purchase foreign curren-
cies, and the "Sell” amounts represent the U.S. dollar equivalent of
commitments 1o sell foreign currencies.

Currency Buy  Sell

U.S. dollar $584 S 06
Euro - 112.6
British pound sterling — 123
Canadian dollar 48.1 —
Other 14.8 29

The following methods and assumptions were used by PolyOne in
estimating fair value disclosures for financial instruments:

Cash and cash eguivalents: The carrying amounts reported in
the balance sheet approximate fair value.

Long- and short-term debt: The carrying amount of PolyOne's
short-term borrowings approximates fair value. The fair value of
PolyOne’s senior notes, debentures and medium-term notes is based
on quoted market prices. The carrying amount of PolyOne's borrowings
under its variable-interest rate long-term revolving credit agreements
and other long-term borrowings approximates fair vaiue.

Foreign exchange contracts: The fair value of short-term foreign
exchange contracts is based on exchange rates at December 31, 2002.
The fair value of long-term foreign exchange contracts is based on
quoted market prices for contracts with similar maturities.

Interest rate swaps: The fair value of interest rate swap agree-
ments, obtained from the respective financial institutions, is based on
current rates of interest and is computed as the net present value of the
remaining exchange obligations under the terms of the contract.

The carrying amounts and fair values of PolyOne's financial instru-
ments at December 31 for the years 2002 and 2001 are as follows:
2002 2001

Carrying Fair

Carrying Fair

{in mithions) Amount Vaiue ) Am,o“l’,f_M
Cash and cash equivalents S 414 S 41.4 $ 182 § 182
Long-term debt

9.375% senior notes 20.0 88.0 915 91.3
6.875% debentures 78.7 67.5 75.2 724
7.500% debentures 50.0 33.8 50.0 431
8.875% senior notes 198.3 173.0 — -
Medium-term notes 185.6 134.0 151.1 1480
Bank borrowings 10.6 10.6 63.6 63.6
Foreign exchange contracts =4 (5.4 (08) (0.9)
Interest rate swaps — — (1.6) (1.6)
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soELire s 2001 Quarters

| {in mitfions) Fourth Third Second First Fourth Third o M'Secor?d_ o First
Sales $580.3 $650.7 $670.9 $596.3 $573.2 56428 $676.3 $688.8
f Employee separation and plant phaseout — 0.2 — 0.9 26.3 — 0.9 8.9
| Operating income (Ioss) (13.4) 26.3 216 4.4 (35.9) 14.8 15.7 (24.1)

|

Income (loss) before discontinued operations
and cumulative effect of a change

§ in accounting (17.6) 9.6 5.3 (3.9) (30.1) 26 2.1 (21.7)
income from discontinued operations,
I net of taxes Q.1 0.2 0.8 0.3 — 0.3 04 0.3
\ Cumulative effect of change in accounting,
, net of taxes — - — (53.7) — — — —
_J Net income (loss) (17.5) 2.8 @.] (57.3) (30.1) 2.9 25 (21.4)

Earnings (loss) per share:
Basic earnings (loss) per share:
Before discontinued operations and

VN

change in method of accounting $(@1©9) S om $ 0.06 $(0.04) ${033) $ 003 S 003 $(0.24)
Discontinued operations — — 0.01 — — — — —
Change in method of accounting — - ~ (0.60) — — — —
Net income (loss) $(0m@ $ on $ 0.07 $(0.64) $(033) $003 S 003 S$(024

Diluted earnings (loss) per share:
Before discontinued operations and

change in method of accounting $(@w S ou $ 0.08 $(0.04) $(0.33) S 003 $ 0.03 $(0.24)
Discontinued operations — — 0.01 — — — — —
Change in method of accounting - — — (0.60) — — — —
Net income (loss) S (0.19) S 0N $ 0.07 $(0.64) $(033) S 0.03 S 003 $(0.24)
Dividend paid per common share 0.0625 0.0625 0.0625 0.0625 0.0625 0.0625 0.0625 0.0625
Common stock price
High $ 9.30 $12.30 $13.40 SR.74 $10.55 $10.70 $10.65 $9.49
Low : 3.03 8.1 10.49 9.55 7.50 7.00 8.00 5.6

Below is a table of special items included in the 2002 and 2001 quarterly operating results. The special items include gains and losses associated with
specific strategic inftiatives such as restructuring or consolidation of operations, gains and losses associated with the divestment of joint ventures and
certain one-time items.

OOR Gusnas 2001 Quarters
{In mitlions) Fourth Third Second First Fourth f@ﬁ o _Su
Employee separation and plant phaseout costs  $ — $(0.2) s — $(0.9) $(26.3) S — $(0.9) $(8.9)
Period plant phaseout costs incurred (0.4) (0.5) (0.1) ©.1) — — (0.2)
Plant phaseout accelerated depreciation (0.3) (0.5) (0.5) (0.5) — - — —
Equity investment restructuring and
plant idling costs (142) - (4.7) ©.1) ©.7) (3.3) (5.1) — (1.0

Merger and integration costs - o= — - — (0.1) (0.5) (5.3)
Loss on divestiture of equity investment {3.6) — - (1.5) 95 = — —

Subtotal - operating loss (4.3) (5.3) (0.7) (3.7) (39.1) (5.2) (1.6) (15.2)
Investment writedown (0.8) — — - — — — (0.6)
Litigation settlement gain - — — — - ~ 4.1 —

Total - pre-tax (expense) income (5.1) (5.3) €.7) (3.7) (39.1) (5.2) 25 (15.8)
Income tax benefit (expense) 2.0 1.9 0.2 1.4 145 2.0 (1.0) 6.2

Total - after-tax (expense) income $(3.1) $(3.9) $(0.5) $(2.3) $(24.6) $(3.2) $15 $(9.6)

112002 - PolyOne’s share of OxyVinyls' employee severance and liabilities associated with the temporary idiing of a plant in December 2001 and the 2002 asset writeoff and
decommissioning costs related to the permanent closing of specific production assets included in the idled plant.

22001 - PolyOne's share of OxyVinyls' employee severance costs and liabilities associated with the temporary idling of a plant and Australian Vinyls Corporation’s employee
severance and restructuring costs.

o




(in miliions, except per share data) 2002 2001 2000 ﬂ799_9‘ o 1998
Sales $2,498.2 $2,581.1 $1,861.3 $1,261.2 $1,284.4
Employee separation and plant phaseout 1.1 36.1 2.8 0.5 14.6
Operating income (loss) 38.9 (29.5) 63.9 99.7 41.0
Income ({toss) before discontinued operations and cumulative effect
of a change in accounting (6.6) (47.7) 15.2 106.2 138
Discontinued operations 1.4 1.0 0.7 — —
Cumulative effect of change in method of accounting (53.7) - — (1.5) -
Net income (loss) (58.9) (46.1) 15.9 104.7 i 3‘.8
Basic earnings (loss) per sharé: - -
Before discontinued operations and change in method of accounting $ (0.07) S (0.52) S 025 $ 228 S 030
Discontinued operations 0.01 0.01 0.01 — —
Change in method of accounting (0.39) - — (0.03) —
Net income (loss) (0.65) (0.51) 0.26 2.25 0.30
Diluted earnings (loss) per share: N S h -
Before discontinued operations and change in method of accounting $ (0.07) S (0.52) S 025 S 218 S 029
Discontinued operations 0.01 0.01 0.01 — —
Change in method of accounting {0.59) — — (0.03) —
_ Netincome (loss) i (0.65) (051 026 215 0.29
Diﬁdends per common share ) $ 0.25 S 025 S 025 SM 0.25 - VS N 025 :
Total assets $1,897.5 $2,0515 $2,430.6 $1,162.6 S 8020
Long-term debt 492.2 426.8 430.5 130.9 135.4

The historical results include the following business acquisitions from
the acquisition date indicated forward: Synergistics Industries Limited
from Qctober 31, 1997, Plast-O-Meric, Inc. and the Wilflex division of
Flexible Products Company from June 1, 1998; Adchem, Inc. from Sep-
tember 1, 1998; Acrol Holdings Limited from July 1, 1999; O'Sullivan
Corporation from July 8, 1959; Dennis Chemical Company, Inc. from
September 8, 1999; and M A. Hanna Company from September 1,
2000. In addition, 1999 results of operations reflect the formation of
Oxy Vinyls, LP on April 30, 1999 and the contribution of substantially alt

of Gean’s formerly consalidated R&! business segment operations 1o
the partnership. In connection with this, PolyOne acquired businesses
from QOccidental Chemical Corporation and formed a powder com-
pounding joint venture, all of which are included in PolyOne's
Consolidated Results of Operations from May 1, 199S.

In December 2002, PelyOne acquired Transcolor and sold its 70%
ownership interest in Softer. With the sale of Softer, all its historical oper-
ating results have been reported separately as a discontinued operation.
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We have audited the accompanying consolidated balance sheets of
PolyOne Corporation and subsidiaries as of December 31, 2002 and
2001, and the related consclidated statements of operations, share-
holders’ equity and cash flows for each of the three years in the period
ended December 31, 2002, appearing on pages 13, 14, 18 and 22
through 41. These financial statements are the responsibility of the
Company’s management. Qur responsibility is to express an opinion on
these financial statements based on our audits. The financial statements
of Oxy Vinyls, LP as of and for the year ended December 31, 2002
(a limited partnership in which the Company has a 24% interest) have
been audited by other auditors whose report has been furnished to us,
and our opinion insofar as it relates to 2002 data included for Oxy Vinyls,
LP is based solely on ther report. The financial statements of Oxy Vinyls,
LP as of December 31, 2001 and for the two years then ended were
audited by other auditors who have ceased operations and whose
report dated January 28, 2002 expressed an ungualified opinion
on those financial statements. This report was previously furnished to us
and our opinion, insofar as it relates to 2001 and 2000 data included
for Oxy Vinyls, LP, is based solely on their report.

We conducted our audits in accordance with auditing standards
generally accepted in the United States. Those standards require that
we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial staterments. An audit also
includes assessing the accounting principles used and significant esti-
mates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits and the reports of
other auditors provide a reasonable basis for our opinion.

in aur opinion, based on our audits and the reports of other audi-
tors, the consolidated financial statements referred to above present
fairly, in all material respects, the consolidated financial position of
PolyOne Corporaticn and subsidiaries at December 31, 2002 and
2001, and the consclidzted results of their operations and their cash
flows for each of the three years in the period ended December 31,
2002, in conformity with accounting principles generally accepted in
the United States.

As discussed in Ncte B to the consolidated financial statements,
the Company adopted Statement of Financial Accounting Standards No
142, “Goodwill and Other Intangible Assets; in 2002.

é‘/w&@zf ¥ ¢
Cleveland, Ohio (
January 28, 2003

Management of PolyOne Corparation is responsible for the preparation
of the consolidated financial statements and other information included
in the annual report. The financial statements, and other information
included in the annual report, fairly present in all material respects the
financial condition, results of operations and cash flows of PolyCne
Corporation for the year ended December 31, 2002. Where necessary,
this information reflects management’s estimates and judgments based
upon information that is currently available.

Management is also responsible for maintaining a system of inter-
nal controls and procedures for financial reporting that is designed to
provide reasonable assurance that the Company's transactions are prop-
erly authorized, that its assets are safeguarded against unauthorized or
improper use, and that the Company’s transactions are properly recorded
and reported to permit the preparation of the financial statements in
conformity with generaily accepted accounting principles. in addition,
management is responsible for maintaining disclosure controls and pro-
cedures that are designed to ensure that information required to be
disclosed by the Company is captured and reported in a timely manner.

Management has evaluated the effectiveness of the design and
operation of our disclosure controls and procedures at December 3,
2002 and found them to be adequate to accomplish the objectives
described above. Further, management believes PolyOne’s financial
reporting internal contrals as of December 31, 2002 were effective and
adequate to provide the assurance described abave.

Thomas A. Waltermire
Chairman of the Board, President and Chief Executive Officer

W. David Wilson
Vice President and Chief Financial Officer

January 28, 2003




In this annual report, statements that are not reported financial results

or other historical information are “forward-looking statements” within
the meaning of the Private Securities Litigation Reform Act of 1995,
Forward-iooking statements give our current expectations or forecasts of
future events, and are not guarantees of future performance. They are
based on management'’s expeciations that involve a number of business
risks and uncertainties, any of which coutd cause actual results to differ
materially from those expressed in or implied by the forward-looking
statements. You can identify these statements by the fact that they do
not relate strictly to historic or current facts. They use words such as

"o

“anticipate;’ estimate, “expect;

"o

project, “intend, “plan, “believe; and
other words and terms of similar meaning in connection with any dis-
cussion of future operating or financial performance. In particular, these
include statements relating to future actions, prospective changes in raw
material Costs or product pricing or product demand, future perform-
ance or results of current and anticipated market conditions and market
strategies, sales efforts, expenses, the outcome of contingencies such
as legal proceedings, and financial results. Among the factors that could
cause actual results to differ materially are the following:

« An inability to achieve or delays in achieving estimated and actual
savings related to consolidation and restructuring programs

» Delays in achieving or inability to achieve our strategic value capture
initiatives, including cost reduction and employee productivity goals,
or achievement of less than the anticipated financial benefit from the
initiatives

o The effect on foreign operations of currency fluctuations, tariffs,
nationalization, exchange controls, limitations on foreign investment in
local businesses and other palitical, economic and regulatory risks

o Changes in U.S,, regional or world polymer andfor rubber consump-
tion growth rates affecting our markets

¢ Changes in global industry capacity or in the rate at which anticipated
changes in industry capacity come online in the polyvinyl chloride
(PVC), chlor-alkali, viny! chloride monomer (VCM) or other industries
in which we participate

¢ Fluctuations in raw materia! prices, quality and supply and in energy
prices and supply; in particular, fluctuations outside the normal range
of industry cycles

< Production outages or material costs associated with scheduled or
unscheduled maintenance programs

- Costs or difficulties and delays related to the operation of joint venture
entities

= Lack of day-to-day operating control, including procurement of raw
materials, of equity or joint venture affiliates

< Partial control over investment decisions and dividend distribution palicy
of the OxyVinyls partnership and our other minority equity holdings

o An inability to launch new products and/or services that strategically fit
our businesses

¢ The possibility of goodwill impairment
< An inability to maintain any required licenses or permits
~ An inability to comply with any environmental laws and regulations

o A delay or inability to achieve targeted debt levels through divestitures
or other means.

We cannot guarantee that any forward-looking statement will be
realized, although we believe we have been prudent in our plans and
assumptions. Achievement of future results is subject to risks, uncer-
tainties and inaccurate assumptions. Should known or unknown risks or
uncertainties materialize, or should underlying assumptions prove
inaccurate, actual results could vary materially from those anticipated,
estimated or projected. investors should bear this in mind as they con-
sider forward-looking statements.

We undertake no obligation to publicly update forward-looking
statements, whether as a result of new information, future events or
otherwise. You are advised, however, to consult any further disclosures
we make on related subjects in our Form 10-Q, 8-K and 10-K reports
to the Securities and Exchange Commission. You should understand
that it is not possible to predict or identify all such factors. Consequently,
you should not consider any such list to be a complete set of all poten-
tial risks or uncertainties.
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Group Vice President, Global Plastics

Vice President and General Manager,
Elastomers and Performance Additives
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Chief Technology Officer

Vice President and General Manager,
International Compounds and Colors
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Vice President and General Manager,
Specialty Resins and Formulators

Vice President and General Manager,
Color and Additives

BIRGE)
Vice President,
investor Relations and Communications

Vice President and General Manager,
North American Engineered Materials

QRN

Chief Legal Officer and Secretary

Chief Information and
Human Resources Officer

Vice President and General Manager,
Engineered Films
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Vice President and General Manager,
Distribution

Treasurer

Vice President and General Manager,
North American Vinyl Compounds

Controller

information on PolyOne’s products and services, news releases,
EDGAR filings, Form 10-K, 10-Q, etc., as well as an electronic

version of this annual report, are available on the Internet at




Chairman of the Board, President
and Chief Executive Officer

Retired President and

Chief Executive Officer,

Arcadian Corporation - a chemicals
and fertilizer manufacturer
Committees: 1, 4°

President, Kent State University -
a public higher education institution
Committees: 1, 4

Retired President, Company
Communications and Corporate
Image, J. C. Penney Company, Inc. -
a major retailer

Committees: 2°

Retired President and

Chief Operating Officer,

Team Division, Clgveland Cavaliers -
a professional basketbali team
Committees: 2, 3

€,

The Fugua Schoo! of Business,
Duke University - a private higher
education institution

Committees: 2, 4

S B

Chairman, President and

Chief Executive Officer,

Brush Engineered Materials Inc. -
a supplier and producer of
engineered materials
Committees: 17, 3

Retired Chairman, LTV Corporation -
a steel manufacturer
Committees: 2, 4

Retired President and

Chief Operating Officer,
Honeywell, Inc. — a manufacturer
of control systems for home,
industry and aviation

Committees: 1, 37

Retired President and Chief Executive Officer,

University Hospitals Health System
and University Hospitals of Cleveland -
a health care provider

Committees: 2, 3

Audit
Compensation and Gavernance
Environmental, Health and Safety
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Financial Policy
= Denotes Chairperson

Stock Exchange Listing
PolyOne Corparation Common Stock is listed on the New York
Stock Exchange. Symbot: POL.

Stockholder Inguiries

If you have any questions concerning your account as a stock-
holder, name or address changes, inquiries regarding dividend
checks or stock certificates, or if you need tax information
regarding your account, please contact our transfer agent:

EquiServe Trust Company, N.A.
RO, Box 2500

Jersey City, New Jersey 07303
Phone: (800) 317-4445

Complimentary copies of Form 10-K and other reports filed with
the Securities and Exchange Commission are available online at
www.polyane.com or from:

Investor Affairs Administrator
PolyOne Corporation

Suite 36-5000

200 Public Square
Cleveland, Ohio 44114
Phone: (216) 589-4376

Annual Meeting

The annual meeting of stockholders of PolyOne Corporation will
be held May 15, 2003 at 9:00 am. at The Forum Conference and
Education Center, One Cleveland Center, 1375 East 9th Street,
Cleveland, Chio.

The meeting notice and proxy materials were mailed to stockholders
with this report. PolyCne Corporation urges alf stockhoiders 1o
vote their proxies so that they can participate in the decisions

at the annual meeting.

Financial Information

Security analysts and representatives of financial institutions
are invited to contact:

W. David Wilson

Chief Financial Officer

Phone: (216) 589-4038

Fax: (216) 585-4280

E-mail: wdavid wilson@polyone.com

Financial information and Media Contact
Dennis A. Cocco

Vice President, Investor Relations and Communications
Phone: (216) 582-4018

Fax: (216) 589-4077

E-mail: dennis.cocco@polyone.com

Auditors

Ernst & Young LLP

1300 Huntington Building
925 Euclid Avenue
Cleveland, Ohio 44115-1405
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